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DIRECT TESTIMONY EXHIBIT NO. 1
OF
FREDERICK L. RUCKMAN

Please state your name.

Frederick L. Ruckman.

Please state your business addr ess.

300 North Water Works Drive, Bdleville, lllinois 62223.

By whom are you employed and in what capacity?
| am employed by American Water Works Service Company, Inc. (“Service Company”), an
dfiliate of 1llinois-American Water Company (“lllinois-American” or “Company”) and serve as

Vice President, Treasurer and Comptroller of Illinois- American.

Please summarize your higher education.
| earned a Bachelor of Science degree, with a mgor in Accounting, from Eagtern lllinois

Univergty in 1971.

Please summarize your employment experience.

| was employed by Northern Illinois Water Corporation (“NIWC”), a predecessor of 1llinois-
American, beginning April, 1972, as a Staff Accountant. In April, 1980, | was promoted to
Comptroller and elected Secretary of NN\WC. In 1994, | was elected to NIWC's Board of
Directors, and in 1996, | was promoted to the position of Vice President. On January 1, 2000,
| became Vice Presdent and Treasurer of Illinois-American. In 2001, | became an employee

of the Service Company, and in 2002, | dso became Comptroller of [llinois-American.

Exhibit No. 1.0 Frederick L. Ruckman
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Please summarize your responsbilities as Vice President and Treasurer of Illinois-
American.
| am responsible for the Finance, Cash Management, Budgeting, Rates and Growth Activities

functions of the Company.

Have you testified befor e this Commission in other proceedings?

Yes. | have tedtified in many cases involving NIWC, including the ten most recent rate cases
and severa cases for approva of the issuance of bonds. Since the acquisition of NIWC by
lllinois-American, | have tedtified in cases involving lllinois-American, including its most recent

prior rate case, Docket No. 00-0340.

As Vice Presdent, Treasurer and Comptroller of the Company, are you generally
familiar with the business, facilities, and operations of the Company in each of its
divisons?

Yes.

Areyou also generally familiar with the books and records of the Company?

Yes.

Why hasthe Company proposed a general rateincrease?

The proposed rates are designed to produce revenues more adequate to satisfy the revenue
requirements of the Company’s service areas.  Since the lagt rate case, the Company has
experienced increased operating expenses, and in some cases, substantially increased rate base.
Furthermore, the Lincoln district has not had a rate adjustment since 1994, the Pekin digtrict has

not had a rate adjustment since 1998, and the Chicago Metro divison, which comprises the

Exhibit No. 1.0 Frederick L. Ruckman -2-



10

11

12

13

14

15

16

17

18

19

sarvice aress recently acquired from Citizens Utilities, has not had a rate adjustment since 1995.
Since 1995, the Chicago Metro rate base has increased over 100%. The proposed rates are
intended to yield revenues sufficient to recover test year operating expenses and to produce a

reasonable return upon rate base.

What test year isthe Company using in this presentation?
The Company’s presentation is based upon a fully forecasted test year ending December 31,

2003, as Mr. Stafford explainsin his testimony.

Why did the Company select thistest year?
With the use of afuture test year, the Company is better able to match revenues and expenses

and to earn its authorized rate of return.

Has the Company previoudy presented requests for rate relief based upon a future
test year, and hasthe Commission accepted such future test years?

Yes.

How did the Company forecast revenues and expenses for the future test year of
December 31, 2003?

The schedules contained in Exhibit Nos. 9 through 14 for the historic year ending December 31,
2001 are based on actua resuts for that year. The schedules in Exhibit Nos. 9 through 14 for
the current year ending December 31, 2002 and the future test year ending December 31, 2003

are based on forecasts.
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These forecasts were prepared on aline-by-line basis, usudly based upon actuad experience for
prior periods generaly through 2001, and upon the Company’s regular budgeting methods as

gpplied to this experience. In histestimony, Mr. Stafford explains this process.

Will the increase to general water service customers under the proposed rates be an
acr oss-the-board increase?

Yes, as Mr. Stafford explainsin histestimony.

Are plant additions planned for the years 2002 and 2003?
Yes. As Mr. Johnson dates in his testimony, the Company plans substantid new congtruction
that will be placed in service on or before December 31, 2003. The forecasted gross capita

expenditures exceed $80 million.

Has the Company obtained a waiver in connection with the standard rate case filing
requirements?

Yes. In Docket No. 02-0285, the Commission granted the Company’ s request for awaiver of
the standard rate case filing requirements, 83 Ill. Adm. Code Part 285, to enable the Company

instead to file in accordance with Staff’ s proposed revised Parts 285, 286 and 287.

Has the Company caused notice of the filing of the proposed ratesto be published in a
newspaper of general circulation within each Didrict for which revised rates are
proposed?

Yes. Exhibit No. 1.1 isacopy of the Certificates of Publication.
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Did the Company also cause notice of the filing to be posted in its business offices for
the various subject Districts?

Yes.

Did the Company also cause notice of the filing to be sent to its customers in the
subject Districts with thefirst billing after filing?

Yes. A copy of the notice sent to each customer is Exhibit No. 1.2

Have you prepared or caused to be prepared under your direction and supervison the
“D” schedules required in subpart G of Staff’s proposed revised standard filing
requirements applicable to this case?

Yes. The“D” schedules are contained in Exhibit No. 13.

Was the information contained in the “D” schedules obtained or derived from the
books and records of the Company?

Yes.

Please generally describethe“D” schedules.
The “D” schedules present information regarding the Company’s capitd structure, required rate

of return and certain comparative higoric financid data

Please describe Schedule D-1.
Schedule D-1 is a cogt of capital summary. Page 1, shows the average capitd structure of the
Company for the test year and the computed cost of capital. Subsequent pages of Schedule D-

1 show such information at the end of the test year, and at the end of the current and historic
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years. The average capitd structure in the test year consists of 54.7 percent long-term debt and

45,3 percent common equity.

Please describe Schedule D-2.
Schedule D2 shows the average cost of short-term debt for the test year, and the cost of

short-term debt at the end of the test year, current year and historic year.

Why hasthe Company not included short-term debt in the capital structure?

The estimated average of short-term debt in the test year is a rdaively smdl baance and
essentidly finances an agpproximately smilar balance of construction work in progress (CWIP)
for the test year. Section 285.4010 of the proposed revised Standard Filing Requirements
gpplicable to this case provides for excluson of short-term debt from the capital structure under

these circumstances.

Please describe Schedule D-3.
Schedule D-3 shows the computation of the average embedded cost of |ong-term debt for the

test year, and at the end of the test year, current year and historic year.

Please describe Schedule D-4.
Schedule D-4 shows the computation of the average cost of preferred stock. The Company

has fully redeemed the preferred stock as of July 1, 2002.

What isthe Company’s cost of equity?
The Company’s cost of equity is a least 11.015 percent, as determined by the Company’s

expert witness Paul Moul. His presentation is contained in Exhibit Nos. 7 and 8.
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Q. What isthe Company’s cost of capital for the test year?
As shown on Schedule D-1, page 1, the Company’s cost of capital and required rate of return

iséat least 8.01 percent.

Q. Please describe Schedule D-5.

A. Schedule D-5 shows the caculation of common equity issuance codts, for which workpapers

are contained in Schedule D-6.

Q. Please describe Schedule D-7.

This schedule provides detailed comparetive financia data.

Q. Please describe Schedule D-8.

A. This schedule provides a history of changesin securities ratings.

Q. Please describe Schedule D-9.

A. This schedule provides a statement of cash flows.

Q. Please discuss the Company’srequirementsfor futurefinancing.

A. A dgnificant leve of capitd additions will be required to meet cusomer needs during the five-

year period from 2002 through the year 2006. The amount of the presently anticipated capita
expenditures for this period is gpproximately $140 million, net of advances and contributions.
The Company will be faced with sgnificant congtruction requirements, dictated in part by the
aging nature of the Company’s mains and services. The cost of necessary plant additions can
be expected to increase as condruction costs escalae in future years. A sgnificant portion of

the capita required to finance these projects will be provided by internaly-generated funds.
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Additiona capita, however, must be obtained from investors who purchase debt and equity

securitiesissued by the Company.

Would you further discuss the financial measures related to attraction of debt and
equity capital?

Yes. In order to be able to attract additiona long-term debt and equity capita, the Company
must be able to demongrate financid integrity, as measured by such factors as earnings and
interest coverage ratios. The Company’s financia Stuaion will deteriorate sgnificantly unless
the full rate increase requested by the Company is granted. For example, the Company’s pro
forma pre-tax interest coverage ratio at present ratesis only 1.40x. Such a coverage indicates
that the rate increase requested in this proceeding is essentid to enable the Company to attract
additiona debt capitd on reasonable terms. With a pre-tax coverage ratio of only 1.40x, | do
not believe that the Company would be in a postion to issue long-term debt securities a a

reasonable rate.

The rates proposed by the Company will produce a pre-tax interest coverage estimated to be
approximately 2.81x on apro formabasis. To permit the attraction of common equity capitd, it
is essentid that the Company be permitted an opportunity to earn the rate of return on common
equity which Mr. Moul recommends. In light of the need to attract substantid amounts of new
capitd to finance necessary congruction for the next severa years, it is essentid that favorable

financid ratios be maintained.
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What arethefinancing requirementsfor 2002 and 2003?

In connection with the acquigtion of assats from Citizens Utilities earlier this year, the Company
issued common stock in the amount of $103,977,302, assumed bonds of $23,325,000 and
incurred debt of $103,758,370. The Company aso refinanced certain tax-exempt bondsin the
amount of $24,860,000 and incurred debt of $8,170,118 related to an exchange of assets with
the Village of Bolingbrook. Later this year, the Company plans to refinance the $103,758,370
of debt incurred in the Citizens' transaction and issue $30,000,00 of debt to fund payment of
existing debt. In 2003, the Company plans to issue $20,000,000 of debt to refinance short

term debt incurred for congtruction expenditures and to provide working capitd.

How has the Company responded to security concerns after the September 11, 2001
incident?

As Mr. Mitchem explains in his testimony, the Company immediately implemented enhanced
security measures at dl of its water and wastewater trestment facilities. Such enhanced security
is recommended by U.S. EPA, F.B.I., American Water Works Association and other agencies
and sources.  Security has become an ongoing cost of doing business because the integrity of
the water and wastewater service the Company provides is essentid to public well being. The
Company has recorded the enhanced security cogtsit isincurring sSince September 11, 2001 in
adeferra account included in rate base and proposes to amortize the deferred cost in rates over
a five year period. Security cost revenue requirements for future periods beginning with the

effectiveness of the new rates are included in rates as an operating expense.
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Q. From an investor’s prospective, are water and wastewater utilities at least asrisky as

other typesof utilities?

A. Yes. Hidoricdly, regulatory commissions may have tended to consider water and wastewater

utilities generdly less risky than gas, dectric, and telephone utilities. Regardless whether such
perception was vdid in the padt, clearly today there is no bass for such differentiation. Water
and wastewater utilities are at least as risky, if not more risky, as are gas, dectric, and telephone
utilities. There are at least nine generd forces which have caused water and wastewater utilities

to be asrisky as, and probably more risky than, other utilities. They include:

1 The Safe Drinking Water Act and the Clean Water Act, which collectively impose, and
will continue to impose, millions of dollars of new condruction obligations, monitoring
obligations, operating expenses and violations liability on the water and wastewater

utilities

2. Much water and wastewater utility infrastructure has aged to the point where substantial
investment must be made to replace treatment facilities, mains and other facilities. Some
of these older facilities may have been contributed. Their replacement, however, must

now be financed by utilities a a Sgnificantly greater cost then that of the retired

property.

3. Thereis apotentid for daims of injury from illness or even fatdity dlegedly arising from
the entry of an undetected or unknown contaminant into the digtribution sysem — or
amply from an operationd error. Water isthe only utility service which isingested. For

example, the 1993 cryptosporidium episode in Milwaukee illusrates a far more
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pervasive impact on customers from water than any likey gas explosion, dectric
interruption, or telephone falure. Litigation of such cams is risng.  Further,
contaminants such as cryptosporidium may not be avoided totaly by conventiona
treatment procedures. As a result, the water indudtry is facing a necessity to expend
millions of dollars for new technology, such as membrane filtration, to guard againg such

potential contamination.

Compstition is at least as savere for water utilities as for other utilities. This competition
is in the form of customer bypass, by seeking other water sources of supply;
condemnation by municipdities, competing municipa-owned systems, and competing

energy companies seeking to provide water service.

Both regulatory law and prudence are imposing obligations for source water protection
and watershed protection. Such efforts require a utility to perform source water
assessments and attempt to police and persuade potentia contaminators over whom a

utility has no actud contral.

For some water utilities exigting sources of supply may be limited. As U.S. EPA has
dated, “increasing development and population growth can aso have a Sgnificant effect
on water quantity. Effective long term management of the drinking water resources
requires consderation of not only upstream or up-gradient activities that might affect the
quaity and quantity of the drinking weater source, but aso recognition of the
downstream water users and demands on the aquifer.” (Drinking Water Futures Forum

EPA Summaries of Discussion).

Exhibit No. 1.0 Frederick L. Ruckman -11-
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7. There is a potentid necessity to provide a safer drinking water to so-cdled “vulnerable
subpopulations”  Alternative ddivery agpproaches include inddling a separae
digribution system dedicated solely for drinking water uses; providing bottled water;

and providing point-of-use/point-of-entry trestment devices.

8. Since September 11, 2001, security issues are causing water and wastewater utilities to
expend millions of dollars to conduct vulnerability assessments and to ingtal enhanced
security messures to protect water trestment and distribution facilities, wastewater

collection and treatment facilities, source waters, and finished water.

9. In older urban sarvice areas, a dedining customer base is resulting in underutilized utility
assets.
Q. Do water and wastewater utilities have unique characteristics which make them

particularly subject toincreasing risk?

A. Yes. Water and wastewater utilities have severa unique attributes.

1 Water and wastewater Utilities are capitd intensive. Typicdly, they invest more capitd
per revenue dollar than other types of utilities and probably most other types of

businesses. For example, a lllinois-American, theratio is at least 3:1.

2. Much of awater or wastewater utility’s capitd investment, particularly new congtruction
resulting from the requirements imposed by the Safe Drinking Water Act, the Clean
Waer Act and security measures, is not revenue producing. The only way such

improvements may generate additiona revenues is through rate increases which reflect
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the opportunity to earn the authorized return on the amount of such investment which is

included in rate base.

Externd funding sources are required for most sgnificant projects.

Fixed cogts are a substantia part of every dollar of tota cost of service. If revenues
decline due to weether, the economy, or other externa causes, serious revenue risks

can arise.

Water usage per resdentia customer is in a declining trend. Indeed, cusomers are
being encouraged to adopt conservation measures. The Energy Policy Act of 1992
imposed nationd efficiency standards for various water gppliances. New water
gppliances, such as tailets, shower heads, faucets and washing machines, now use less
water. In the period 1991-2001, Illinois-American has experienced an average

reduction in resdentia usage of approximately 6 gallons per day per customer.

Unlike in the case of dectric, gas and communications utilities, water and wastewater
utility service aress have remained locdized and smal. Because of high capitd cost and
water quality concerns, water and wastewater service areas normaly are not
interconnected. As a result, even one change in water or wastewater quality standards
or one adverse incident can have mgor consequences for awater or wastewater utility,

because they do not have alarger base over which to spread costs.

Water is the only utility service which is ingested by cusomers. Water is the most

essentid of dl utility services, because it is necessary for life. Thus, the standards of
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qudity and risks of liability are greater than for other types of utilities and for most other

businesses.

8. Water utilities face substantid and expanding security issues which must be addressed

on an ongoing basis.

Please elabor ate on the increasing risks to which Illinois-American is exposed.
There are several components of these risks, one of which comprises the environmenta impacts

of the Federal Safe Drinking Water Act and the Clean Water Act.

Water utilities are unique because, in addition to the obligations to provide reliable service at
adequate quantities and pressure, they must be concerned with the hedlth and aesthetic effects
of water on their customers. The Federd Safe Drinking Water Act, and related Sate law,

impose rigid requirements on water utilities to address these health and aesthetic effects.

The 1996 Safe Drinking Water Act amendments have compounded the requirements imposed
on water utilities. USEPA has promulgated new rules for Interim Enhanced Surface Water
Trestment, Stage | Disinfectants/Disinfectants Byproducts, Ground Water Disinfection, Stage I
Disnfectantg/Disinfectants Byproducts, Radon, Arsenic and Find Enhanced Surface Water

Treatment. Also, every five years USEPA will sdlect five new contaminants to regulate.

In short, the compliance with the Safe Drinking Water Act is a congtantly moving target. What
may be satisfactory water quality one year may be a violation the next year, with impaosition of

millions of dollars of new capitd costs to meet new standards.
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USEPA has egtimated that water utilities will have to spend at least $138 hillion through 2014
on infrastructure improvements to meet the requirements of the Safe Drinking Water Act and
related public hedth protection. These are estimated costs to meet only current rules and do
not include the costs imposed by rules yet to be promulgated. A subsequent estimate by U.S.
EPA puts the estimated cost of overdl infrastructure rehabilitation for the next twenty years at

$325 billion.

In 2001, the Water Infrastructure Network estimated that $24 hillion per year for the next 20
years will be needed for drinking water infrastructure. Also in 2001, AWWA estimated such
expenditures to be $250 billion over 30 years, or an average pipe replacement vaue of $6,300

per household. Journal AWWA, July 2001.

In May, 2002, the Congressiona Budget Office reported to a U.S. House pand that the
average annud infragtructure costs through 2019 could be anywhere from $11.6 billion to $20.1
billion for water sysems and $13.0 hillion to $20.9 hillion for wastewater systems. (Future
Investment in Drinking Water and Wastewater Infrastructure; see also Env. Rep., 4-19-

02, p. 865.)

These sorts of obligations far exceed those which other types of utilities face. Moreover, none

of the required improvementsis revenue producing.

Therefore, water utilities such as Illinois- American face the risk of performing the infrastructure
improvements on a timely bass or be exposed to ligbility dams; the risks of financing these
costs, and the risks of less than full or timely recovery of the resulting revenue requirements in

rates.
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Apart from having to suddenly meet new standards by ingtdling new facilities, water companies
face additiond enforcement exposure. For example, USEPA now can cite or Ssue water
companies when the state EPA has not taken appropriate enforcement action, and civil pendty
limits have been increased to $25,000 per day of violation. Such pendties and enforcement

actions can arise regardless of whether the water company’ s conduct iswillful.

lllinois-American’'s wadtewater operations face smilar regulatory impacts under the Clean

Water Act.

An AWWA study of water infrastructure needs concluded that, “[b]y not keeping ratesin line
with expenditures, or not kegping expenditures in line with needs, utilities will face ‘ sysemdic
financid risks of impaired credit and even greeter future costs” Journal AWWA, July 2001, p.

28.

Can you give an example of how the changing standards have imposed additional risk
to lllinois-American?

Yes, two examples are the more stringent tolerances for congtituents in water and increased
monitoring requirements. These changes impose additiond cogts for facilities and operations

and additional compliance obligetions.

Arethereother regulatory risks?
Yes. For example, in the past IEPA has taken the position that it can require water companies
to enact plumbing codes for dl internd plumbing of dl cusomers premises, to enforce the

codes, and to be responsible for violations.

Exhibit No. 1.0 Frederick L. Ruckman -16-



10

11

12

13

14

15

16

17

18

19

20

Another example comprises the congantly changing and more drict regulaions under the
Federal Clean Water Act, and rdlated State law, pertaining to discharges to streams and the
Federa and state laws pertaining to disposa of waste. Every treestment facility for drinking
water produces waste which must be either discharged or disposed. Asin the case of the Safe

Drinking Water Act, these regulations aso impose increased risks on Illinois- American.

Does lllinois-American face the risk that watershed pollution will impose increased

costs?

Yes. AsMr. Johnson has testified, agriculturd nitrate run-off to the Vermillion River has caused
the Company substantial increased treatment codts at its Pontiac and Streator properties. Such

costs are expected to continue to be incurred at these and other surface water facilities.

Does Illinois-American face the risk that the available surface water supply may be
limited?

Yes. The Company faces the risk of dminished surface water supply in some didtricts. In the
event of a dry period, such as 1988, a water company can lose revenues as a result of
regtrictions on sales and added costs in obtaining supplies. This clearly was the experience in
Pontiac. No significant groundwater supplies are available in Pontiac, a problem in much of
centrd Illinois.  When the river supply is reduced dragtically by drought, as in 1988, very
subgtantid risk is imposed on lllinois-American.  This risk not only reduced sdes it dso
contributed to the necessity of the Pontiac reservoir project. The ultimate risk, however, is that

aprolonged drought could serioudy affect the rdigbility of service.
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Doeslllinois-American face arisk from conservation?
Yes. As| have testified, the Company has experienced a downward trend in residentia water
usage snce 1994. It appears that this reduction may be due to inddlation of low-flow

appliances required by law.

Doeslllinois-American facearisk from customer bypass?

Yes. In the Champaign Division, a least Sx commercid or industria customers have indaled
their own wells. Northwestern Stedl and Wire Co., prior to its bankruptcy, in the Sterling
Divison and Caterpillar in the Pontiac Divison provide further recent examples of such bypass.
Sdes to such customers are unpredictable because, & a whim, they can move off the
Company’s system and leave the Company with unused capacity. Additiondly, in the
Interurban Didtrict, two groups of large customers have dotained competitive service tariffs,
because they had a viable aternative supply avalable. These tariffs were approved by the
Commisson. Additiond wholesde cusomersin the Interurban Didtrict likewise are investigating
the posshility of obtaining service from the city of St. Louis. We undersand that the City of
O'Fdlon is conddering obtaining its source of supply from S. Louis and Casgyville is

congdering ingaling its own water supply facilities.

Does |llinois-American face arisk of eminent domain?

Yes. Another risk is that water companies, more than other types of utilities, are more likely to
be the subject of condemnation efforts by municipdities. The Pekin and Peoria Didricts are
examples of thisrisk. These two cities have indtituted actions to take the Company’s systems
which serve the respective cities. Such actions increase uncertainty for the Company and its

investor, together with the risk of expensive and uncertain litigation.
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Does the Company face a risk arising from the need to construct additional water
supply facilities?
Yes. For example, in 2000-2001 the Company incurred a substantia new investment of $38

million in the Alton Didrict for the new treatment facility.

Doeslllinois-American facearisk from other regulatory pressures?

Yes. Water and wastewater utilities particularly are subject to stringent OSHA enforcement,
compared with other utilities. Water and wastewater mains generdly are indalled deeper than
gas lines or dectric or telephone cables, and therefore subject to more rigid requirements.
Similarly, strict OSHA and Clean Air Act requirements apply to process safety management of

chemicas.

Does lllinois-American facetherisk of the loss of customers due to the economy?

Yes. A water utility is susceptible to greet risk if industrial or commercid customers leave the
aea. A good example is the Streator Divison. The second largest industrid customer in 1992
closed operations, resulting in aloss of 3% of the revenue basis. Except for adight increasein
1994, sdles in Streator have declined steedily since 1988. Similarly, a substantia reduction in
sdes has been experienced in the Pontiac Divison. The state prison, the largest customer in
Pontiac, has reduced its usage due to permanent lock down. Its usage in 1999 was 34 percent
below itsusagein 1995. This reduction has a Sgnificant impact because the prison accounts for
aoproximately 25 percent of totd saes in the Pontiac Divison. Ancther example is the
bankruptcy of Laclede Sted in the Alton Didrict and Northwestern Sted & Wire Co. in the

Serling Didrict, both of which now have gone out of business, resulting in subgtantid reductions
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of usagein those Didricts. This year, another industrid customer, Granite City Sted, hasfiled in

bankruptcy.

Does lllinois-American facearisk of water quality litigation?

Yes. There gppears to be an increase nationdly in litigation of clams againgt water utilities for
dleged injuries from dleged contaminants in the water. Such clams have been made for
unregulated contaminants as well as for dleged exceedances of standards for regulated

contaminants.

Such litigation imposes risks in two ways. Firg, it imposes substantial legal costs on a water
utility even if the utility prevalls. Second, there is a subgtantid risk of ligbility, which may not be

covered fully by insurance or self-insured reserves.

A good summary of this risk is contained in the article “Water Suppliers Carefully Watching

Liability Suits,” Journal AWWA, April 2002, at p. 28.

Doeslllinois-American facetherisk of additional security measures?
Yes. As Mr. Mitchem has tedtified, the Company has incurred substantial costs to implement

Security measures.

The terrorist attack of September 11, 2001, subsequent FBI security aerts for water and
wastewater utilities, and on-going security events clearly demondtrate that security concerns will

be a serious and recurring issue.

| think that the recent policy statement of the Federd Energy Regulatory Commission illustrates

the impact of thisrisk:
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“In light of tragic events that have taken place in our country this week and the high state of dert
the country is now experiencing, the Commission believesit is gopropriate to provide regulatory
guidance on certain energy infrastructure reliability and security matters that may be affected by
this Commission’s rate jurisdiction. The Commisson understands that dectric, gas, and ail

companies may need to adopt new procedures, update existing procedures, and indal facilities
to further safeguard their eectric power transmission grid and gas and oil pipdine sysems. The
Commission is aware that there may be uncertainty about companies ability to recover the
expenses necessary to further safeguard our energy infrastructure, especidly if they are
operaing under frozen or indexed rates. In order to dleviate this uncertainty, the Commission
wants to assure the companies we regulate that we will approve applications to recover
prudently incurred costs necessary to further safeguard the reliability and security of our energy
supply infrastructure in response to the heightened state of dert. Companies may propose a
Separate rate recovery mechanism, such as a surcharge to currently existing rates or some other

cost recovery method.

“The Commisson will give its highest priority to processng any filing made for the recovery of
extraordinary expenditures to safeguard the reliability of our energy transportation systems and
energy supply infradructure.  The Commission views the reliability of our Nation's energy
trangportation systems and energy supply infrastructure as criticad to meeting the energy
requirements essentia to the American people. The Commission calsfor the cooperation of the
energy industry, customers, and state and locd governments to provide any additiond
safeguards necessary to protect the country’s vitd energy trangportation systems and energy

supply infrastructure.” 96 FERC 61,299 (2001).
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| believe that water and wastewater operations face the same security concerns and needs for
safeguards that FERC has referenced for energy utilities. Water supply particularly is at risk

because water isingested and is needed for fire protection.

This risk was acknowledged by Gngress and the President when, on June 12, 2002, the

President signed the Public Health Security and Bioterrorism Preparedness and Response Act.

Among other things, the new legidation requires each community water system to conduct and
file with U.S. BPA a vulnerability assessment. This is an assessment of the vulnerability of a
System to terrorist attack or other intentional acts intended to substantially disrupt the ability of
the system to provide a safe and reliable water supply. The vulnerability assessment must
include a review of pipes and congtructed conveyances, physca bariers, water collection,
pretrestment, treatment, storage and didtribution facilities, eectronic, computer or other
automated systems utilized for the use, storage or handling of chemicas, and operation and

maintenance of the system.

In addition, each community water system serving a population greater than 3,300 must prepare
or revise an emergency response plan that addresses the results of its vulnerability assessment.
A water syslem mugt certify to U.S. EPA that such a plan has been completed no later than 6

months after completion of its vulnerability assessment.

The emergency response plan must include plans, procedures, and identification of equipment
that can be implemented or used in the event of a terrorist or other intentional attack on the

system. The plan must dso include actions, procedures and identification of equipment which
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can obviae or ggnificantly lessen the impact of terrorist attacks or other intentiona actions on

the public hedlth and safety and the supply of the water supply.

Preparation of the vulnerability assessment and emergency response plan likdy will impose
ggnificant additiona costs on the Company, not to mention the additiona costs of any security

measures implemented as aresult of the vulnerability assessment.

Q. What isthe effect of all theseriskson Illinois-American?

A. These risks dl cause the risk of Illinois-American to increase. Moreover, the impacts of a

particular risk in one Didtrict or Divison are not limited to that District or Divison but can affect

the Company asawhole.
Q. Does this conclude your testimony?
A. Yes.
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ILLINOISSAMERICAN WATER COMPANY

The Proofs of Publication
WIIl be filed at a | ater date.



Exhibit 1.2

NOTICE OF PROPOSED
CHANGESIN SCHEDULED RATES
lllinois- American Water Company has filed with the Illinois Commerce Commission proposed
changes in its rates and charges for general water service, genera wastewater service, public fire

protection service, and private fire protection service, in dl districts served by the Company.

These changes involve an adjusment in the rates charged for metered water service,

wastewater service, public fire protection service, and private fire protection service.

A copy of the proposed schedules may be inspected by any interested party at any of our

[llinois- American offices.

[llinois Commerce Commission procedures for intervention are contained in its Rules of Practice
and include the timdly filing of a verified petition to intervene with the Chief Clerk of the Commisson and
service of the petition upon this corporation, to the Commisson’'s Adminidrative Law Judge, Staff
witnesses, and dl other parties. This petition must contain the information required by the Rules of

Practice.

If you are interested in this natter, you may obtain additiond information ether directly from
lllinois- American Water Company, 300 N. Water Works Road, Bdleville, IL, 62223, or by addressing
the Chief Clerk of the lllinois Commerce Commission, 527 East Capitol Avenue, Springfied, lllinois

62701.

ILLINOISAMERICAN WATER COMPANY
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DIRECT TESTIMONY EXHIBIT NO. 2
OF
R. DOUGLAS MITCHEM

Please state your name.

R. Douglas Mitchem

Please state your business address.

300 North Water Works Drive, Bdleville, lllinois 62223.

By whom are you employed and in what capacity?
| am employed by American Water Works Service Company, Inc. (“ Service Company”), an
dfiliae of Illinois-American Water Company (“Illinois-American” or “Company”), and serve as

Vice President — Operations for Illinois-American.

Please summarize your higher education experience.
| graduated from Bluefield State College at Bluefidd, West Virginia recelving a B.S. degree in
Civil Engineering Technology. | dso graduated from Fontbonne University a S Louis,

Missouri receiving a Master of Business Adminigtration.

Please summarize your employment experience.

| began my career on May 1, 1971 a West Virginia-American Water Company in Bluefidd,
West Virginia as a water trestment operator. West Virginia-American Water like lllinois-
American is a wholly owned subsidiary of American Water Works Company. In 1976, |
tranderred to the Hinton Didrict of West Virginia-American as Manager and in 1978 |
transferred to Marion, Ohio as Manager of the Marion Water Company currently Marion

Didrict of Ohio-American Water Company. In 1988, | trandferred to Beleville, Illinois as
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Southern Divison Operdtions Manager of lllinois-American and in 1992 became the
Operations Manager of the Interurban Didrict of Illinois-American. In 1996, | became the
Director of Busness Development for Illinois-American and in 1998 became Vice President-
Operations of Illinois-American, the position | currently hold. In 2000, | became an employee

of the Service Company.

Areyou a member of any industry or professional organizations?

Yes, | am amember of the American Water Works Association.

Have you testified before this Commission in other proceedings?

Yes.

Please summarize your responsbilities as Vice Presdent — Operations of Illinois-
American.

| have overdl responsbility for the day-to-day operation of the Company. In that endeavor, |
am in dally contact with each Divison Manager and direct them as they go about their daly
duties. | dso assgt the Company Presdent and other officers in developing gods and
objectives for the Company and in administering policies and procedures as approved by the
Board of Directors of the Company. It is my responshility © ensure that these goals and
objectives are achieved. |, dong with other Company officers, represent the Company before
governmental and regulatory agencies. |, dong with others, formulate financid objectives and
budgets and provide the direction necessary to meet those objectives while remaining within
budgetary guiddines. | am part of the management team tha establishes employee levels,

working conditions, and safety requirements within guiddines established by law, the Board of
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Directors and the Presdent of the Company. My responghilities include establishing guidelines
for negotiation of labor contracts with 15 labor unions, aswell as other specid contracts. | have
the respongbilities associated with developing and controlling the Company’s operating and
maintenance and capita budgets, as well as providing direction in the areas of congruction,
purchases or other acquisitions, operation, maintenance and protection of al property, facilities

and equipment required to maintain water quality standards and continuity of service.

As Vice President - Operations of the Company, are you generally familiar with the
business, facilities, and operations of the Company in each of its divisons?

Yes.

Areyou also generally familiar with the books and recor ds of the Company?

Yes.

Please summarize the history of Illinois-American.

The firgt water utility franchises in the areas served by the five operating Didricts of Illinois-
American prior to acquisition of the properties of United Water-1llinois, Northern Illinois Water
Corporation and Citizens Utilities Company of lllinois were granted between 1875 and 1889.
The earliest water system was franchised in the Alton Didrict in 1875, followed by weter
gystems franchises in the Cairo and Interurban Didricts in 1885. The Pekin Didtrict’s franchise
was granted in 1886; and the Peoria Didtrict’s franchise was granted in 1889. Prior to June 1,
1978, American Water Works Company, Inc. (* American”) had four (4) operating subsidiaries
in the State of Illinois. These were Alton Water Company, The Cairo Water Company, East

. Louis and Interurban Water Company, and Peoria Water Company. The initid step in the
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cregtion of the current Illinois-American Water Company came on June 1, 1978, when the
name of East . Louis and Interurban Water Company was changed to Illinois-American
Water Company. On February 1, 1981, American acquired Pekin Water Works Company.
In Docket No. 81-0727, the Commission approved the merger of The Cairo Water Company
and Pekin Water Works Company into lllinois-American Water Company, effective Jduly 1,
1982. On January 1, 1985, with Commission gpproval in Docket No. 84-0204, the merger of
al American subgdiaries in Illinois became complete when Alton Water Company and Illinois-
American Water Company were merged into Peoria Water Company, the name of which was
then changed to lllinois-American Water Company. Effective during 1987, for organizationd
and management purposes, the Company further consolidated its operations by forming two
Divisons within the Company. The Northern Divison conssted of the Peoria and Pekin

Digtricts and the Southern Divison conssted of Alton, Cairo and Interurban Didricts.

On June 25, 1999, American acquired dl of the common stock of Nationa Enterprises Inc.
(“NEI"), and NEI was merged into American. One of the operating water utilities owned by
Continental Water Company, a subsidiary of NEI, was Northern Illinois Water Corporation
(“NIWC”). On March 29, 2000, in Docket No. 9-0418, the Commisson approved the
merger of NIWC into Illinois-American. The merger was completed on March 31, 2000. Asa
result, the four former Divisons of NIWC — Champaign, Sterling, Streator, and Pontiac — each

have become Didricts of lllinois-American’s new Eagtern Divison.

On May 31, 2000, Illinois-American acquired United Water lllinois, Inc. (UWIL), which

provided public utility water service in the City of Lincoln and vicinity. UWIL was merged with
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and into Illinois-American.  The acquigtion and merger were gpproved by the Commission in

Docket No. 99-0457, on May 10, 2000.

In January 2002, 1llinois-American acquired the Illinois water and wastewater assets of Citizens
Utilities Company of Illinois. The Commission gpproved the transaction in Docket No. 00-

0476, on May 15, 2000.

In 1993, the Illinois- American management structure was reorganized to locate al the Company
officers, accounting, legd and rate functions a the corporate office in Béleville, lllinois.
Previoudy, the office of the Presdent was located at, and certain financid, accounting, legd and
rate functions were provided from, a Service Company office in Richmond, Indiana. These
sarvices were shared with other affiliated companies. As a result of the restructuring, he

Richmond office of the Service Company was diminated, except for computer system support.

Please describe the relationship between Illinois-American and American.

American owns dl of the outstanding stock of Illinois- American.

Please describe the relationship between Illinois-American and the Service Company.

lllinois- American contracts for services to be supplied a cost by the Service Company, which
adso is a subsidiary of American. The Service Company office in Voorhees, New Jersey
provides support to the lllinois-American daff in the areas of accounting, engineering,
operations, regulatory practices, finance, water qudity, information systems, personned
information and training, purchasing, insurance, safety, and community relations. The Service
Company aso operates facilities for data processing in Richmond, Indiana and for water quality

andysssin Bdleville lllinois.
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Has the contractual relationship between the Service Company and Illinois-American
been approved by this Commission?
Yes. The current contract between the Company and the Service Company was approved by

the Commission on July 19, 1989, in Docket No. 88-0303.

Please describe American’s new call center.

In April 2001, American opened a new, system-wide customer cal center in Alton, Illinois.
The facility employees in excess of 300 associates and is designed to enhance, through shared
services, American’s capability to respond to customer needs more effectively at alower cost.
In addition, customers in the Chicago Metro Didtrict now enjoy 24 hour a day, seven day a
week response to inquires. This continuous service level was not provided until the acquisition
by lllinois-American. All of American’'s subsdiaries have been trangtioning to this centralized
fadlity. For Illinois-American, the trangtion to the nationd call center took place on September

3, 2002.

Please generally describe the business and service ar eas of the Company.
At the present time, Illinois-American provides public utility water service in four Divisons, as
follows
Divison Didrricts
Northern Peoria
Pekin
Lincoln
Southern Alton
Cairo
Interurban (including East S. Louis)
Eastern Champaign

Seling
Streator
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Chicago Metro

Pontiac

Alpine Heghts
Arbury

Arrowhead
Bolingbrook

Central States
Chicago Suburban
Country Club
DuPege

Fernway

Hallis

Liberty Ridge
Lombard

Midwest Paos
Mordand

Nettle Creek

Potter Golf/Sunset Manor/Forest Estates
Ridgecrest

River Grange
RallingElgin

Santa Fe

Southwest Suburban
Terra Cotta

Vdley Maina
Vdley View
Waycinden

West Suburban
Whesaton Water/Derby Glen

The Eagtern Divison is the former service area of Northern Illinois Water Corporation. The

Chicago Metro Division is the former service areaof Citizens Utilities Company of Illinois.

In addition, lllinois-American provides public utility wastewater service in the following Didtricts

of its Chicago Metro Divison:
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Arbury
Arrowhead
Chicago Suburban
Country Club
DuPege

Fernway

Nettle Creek

Potter Golf/Sunset Manor/Forest Estates

Ridgecrest

River Grange
RallingElgin

Santa Fe

Southwest Suburban
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TerraCotta
Vdley-Maina
Vdley View
Waycinden
West Suburban

Have you caused to be prepared an exhibit which summarizes, by District, a
description of the systemsin each Divison?

Yes. Exhibit No. 2.1 provides system data for each Divison as of June 30, 2002. It includes
customer totals, source of water supply data, water distribution data, and wastewater collection

and treatment data.

Please describe further the Company’'s acquisition of the properties of Citizens
Utilities Company of lllinais.

The Company completed the acquisition on January 15, 2002. As shown on Exhibit No. 2.1, a
total of twenty-Sx service areas were acquired. These service areas became Didtricts of anew

Divison cdled Chicago Metro.

As shown on Exhibit No. 2.1, some of the Didricts are served by a purchased water supply
and some by wdls. Wastewater service is provided in thirteen of the Didtricts, with trestment

fadlities in deven of the Didricts.

In light of September 11, 2001, has Illinois-American experienced increased operating
expenses for enhanced security measures at itsfacilities?

Yes.
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Q.

Is lllinois-American able to describe the enhanced security measures it has
implemented without compromising those measur es?

No. It would be contrary to sound public policy to describe these measures in testimony or
other materids that are generdly available to the public or the other parties in this proceeding.
The heart of our security plan is protections that are unknown to potentia terrorists and
saboteurs.  Consequently, [llinois-American is not in a position to disseminate security sengtive
information publicly or even to the other parties regarding the nature of the security measures.
Even our own lawyers and dl but two of our employees do not know the entire substance of
our security plan. Disclosure of these measures must be limited on a srictly need-to-know
bass. Therefore, we are not able to file a description of them with the Commission or disclose
them to the parties, even under the Commission’s standard confidentidity provisions, because
such confidentiaity provisons do not contemplate the type of threats posed by the September
11 attacks. Otherwise, we could be risking the security of our customers and the safety of our

water sarvice,

Are the operating expenses for enhanced security measures included in test year
revenuerequirements?

Yes.

How can the Commission confirm that these increased security costs are reasonable?

We recognize that the Commisson may review our security expenses for purposes of
determining their reasonableness. We propose to make security sendtive cost information
avalable for review a our offices by a designated, security cleared Commisson Staff member,

under a nondisclosure cartification.
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Q. Arethe enhanced security measures necessary to protect the Company’s facilities and
water service from terrorism threats?

A. Yes.

Q. Arethese security measures and security operating expenses ongoing?

A. Yes. We expect them to continue indefinitely.

Q. Does this conclude your testimony?

A. Yes.
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ILLINOIS-AMERICAN WATER COMPANY

SYSTEM DATA
June 30, 2002

Exhibit No. 2.1
Page 1 of 2

CUSTOMERS

WATER SYSTEM FACILITIES

As Of 6/30/02 Purchased Water Wells Surface Water Total System Distribution System
DISTRICT COMMUNITIES SERVED COUNTY Water Wastewater PW P Well Well Well Sw SwW System 2001 2001 Distribution Storage Distribution Water
Primar No. Connections Capacity Wells Capacity | WTF WTF WTF Capacity Capacity ADD MDD Storage Capacity Pump Main
(mgd) (mgd) (mgd) (mgd) (mgd) (mgd mgd) Tanks (mg) Stations (miles) (3
CHICAGO METRO DIVISION
Alpine Heights Village of Orland Park Will 233 233 1 0.14/ 0.14/ 0.05 0.12]
Arbury Mokena & Arbury Hills Sub. Wil 467 463 1.55 1.55 155 0.17 0.27 1 0.20
Arrowhead Wheaton & Milton Township DuPage 598 0 1 0.33] 0.94] 0.94] 1.27 0.18 0.45] 2 0.40 1
Central States Joliet Will 47, 47 0.14 0.14 0.14; 0.01 0.04;
Chicago Suburban Mt. Prospect & Prospect Heights Cook 4,335 4,280 4.50; 3.17 3.17 7.67. 1.94] 2.7 1.90
Country Club Elmhurst DuPage 392 393 0.35 0.35 0. 0.10 0. 0.20
DuPage Lisle & Lisle Township DuPage 1,043 1,004 1.66 197 197 3 0.58 0. 0.20
Fernway Orland Park & Orland Hills Cook 1,900 1,885 220 1.01 1.01 3 0.55 0.! 0.45
Hollis Sandwich endall 41 0 0.09 0.09 0.01 0.
Liberty Ridge West Wheaton & Winfield DuPage 1,134/ 0 1 1.00: 2.14 2.14 14 0.29 0.94
Liberty Ridge East Wheaton DuPage 138 0 1 173 1.20 1.20 .93 0.04| 0.17;
Lombard Lombard & Villa Park DuPage 265 0 1 2.00 0.55 0.55 55| 0.07 0.10
idwest Palos Palos Township Cook 61 0 0.30 0.30 .30 0.01 0.05!
oreland Norwood Township Cook 17?' 152 1 0.14 0.14 0.06 0.09
ettle Creek rris Grundy 58, 58 1 058 1 0.58 0.58; 0.02 0.04;
Potter Golf/Sunset Manor/Forest Estates Niles, Glenview & Rolling Meadows Cook 0 526
Ridgecrest Morris Grundy 73 74 0.22 0.22 0.22] 0.0: 0.04
River Grange St. Charles ane 23 4 0.24 0.24 0.24 0.0: 0.0:
Rollins/Elgin Elgin ane 89, .25 .25 .25 0.0: 0.
Santa Fe Lemont & Woodridge DuPage 2! 182 1 0.68; .32 .32 .00 0.5( 1. 1 0.50
Southwest Suburban Homer Glen ill 6,4 6,457 1 4.11] 12.41] 2.1 5. 4 6.75 3
Terra Cotta Prairie Grove McHenry .15 0.0: 0. 1 0.50
Valley-Marina Oswego Kendall 4 4 .68 0.1¢ 0.58]
Valley View Glen Ellyn, Lombard & Milton Township DuPage 2,534 2,5 1 119 2.34 0.64 1.3 3 0. 1
Waycinden Des Plaines & Mt. Prospect Cook 733 74 1 1.58 . . .87 0.55 0.7¢ 2 0. 3
West Suburban Bolingbrook will 17,963 9.8 1 10.20f 17 13. 16 13. 24.17 5.38 10.7 10 9. 3
Chicago Metro Division Totals 32 7 39,556 29,55 15 31.46 56 43.54| 51 43.54 0 0.00 75.00 13.52 27.38; 31 22. 16 565
EASTERN DIVISION
Champaign Champaign & Urbana 11 |Champaign-Douglas 45,471 0 (4] 0.00| 22 3850 2 4000/ O 0.00 38.50; 21.46 29.84; 7 7.85 7 527
Pontiac Pontiac 1 |Livingston 4,221 0 0 0.00 0 0.00 ] 0.00 1 4.00 4.00 .81 .44 1 0.50 0 109
Sterling Sterling 1 |Whiteside ,651 0 0 0.00 7 6.20[ 2 4.70 0 0.00 4.70 .80 .45 2 0.75 1 88
Streator Streator 4 |LaSalle 838 0 0 0.00 0 0.00 ] 0.00 1 6.00 6.00 .54/ .69 1 1.00 0 63
Eastern Division Totals 17 5 64,081 0 0 0.00] 29 44.70[ 4 44.70 2 10.00 53.20 27.61 38.42] 11 10.10 8 788
IORTHERN DIVISION
Lincoln Lincoln 1 |Logan 5,907 0 0 0.00 6 4.50 2 5.90 ] 0.00 4.50 2.7! 3. 3 2.90 0 77
Pekin Pekin 4 |Tazewell 13,744 0 0 0.00 7 1543| 4 13.43 0 0.00 13.43] 6.84 10. 5 4.03 3 174
Peoria Peoria 17 [Peoria 50,042 0 0 0.00 13 23.70 3 23.70 1 15.00 38.70; 20.7¢ 32. 9 16.01 8 648
Northern Division Totals 22 3 69,693 0 0 0.00] 26 43.63] 9 43.03 1 15.00 56.63] 30.37 46. 17 22.94 11 900
SOUTHERN DIVISION
Alton Alton 8 |Madison-Jersey 18,157 0 0 0.00 0 0.00 0 0.00 1 16.00 16.00; 8.06 11.44 5 5.82 5 267
Cairo Cairo 3 |Alexander 1,417 0 0 0.00 0 0.00f 0 0.00 1 4.00 4.00 0.91 .50 1 0.20 0 41
Interurban E.St. Louis, Granite City & Belleville 42 [St. Clair-Monroe 68,022 0 0 0.00 0 0.00] 0 0.00 2 68.60 68.60 45.14 56.64; 13 18.51 10 1,033
Southern Division Totals 53 5 87,596 0 0 0.00 0 0.00f 0 0.00[ 4 88.60 88.60 54.11 69.58 19 24.53 15 1,340
[
[TOTAL ILLINOIS-AMERICAN 124 20 260,926 29,556 15 31.46| 111 131.87| 64 131.27 7 113.60 273.43| 12561 181.97 78 80.25 50 3,592

Notes:

PW=Purchased Water
WTF=Water Treatment Facility
SW=Surface Water
ADD=Average Daily Demand
MDD=Maximum Daily Demand
WRF=Water Reclamation Facility
ADI verage Daily Flow
MDF=Maximum Daily Flow

(1) Regional Connections To The Metropoli
no flow information is provided.

tan Wastewater Reclamation District of Greater Chicago (MWRDGC) are not metered and

(2) MDF data not available for Country Club and Rollins.
(3) Chicago-Metro Division does not inventory water mains or collection mains by district.



ILLINOIS-AMERICAN WATER COMPANY

SYSTEM DATA
June 30, 2002

Exhibit No. 2.1
Page 2 of 2
WASTEWATER SYSTEM FACILITIES
Treatment Collection
DISTRICT COMMUNITIES SERVED COUNTY Regional Regional Water WRF System 2001 2001 Lift Collection
Primary No. Connections Capacity Reclamation Capacity Capacity ADF MDF Stations Main
1) (mgd) Facilities (mgd) (mgd) (mgd) (mgd)(2) (miles) (3)

CHICAGO METRO DIVISION
Alpine Heights Village of Orland Park 1 [will 1 0.45 0.45
Arbury Mokena & Arbury Hills Sub. 2 |will 1 0.50 0.50 0.40 2.50
Arrowhead Wheaton & Milton Township 2 |DuPage
Central States Joliet 1 |will 1 0.40 0.40 0.02 0.10 1
Chicago Suburban Mt. Prospect & Prospect Heights 2 |Cook 8 21.39 21.39 5
Country Club Elmhurst 1 [DuPage 1 0.75 0.75 0.32 1
DuPage Lisle & Lisle Township 2 |DuPage 2 0.90 0.90 2
Fernway Orland Park & Orland Hills 1 [Cook 2 3.65 3.65 1
Hollis Sandwich 1 [Kendall
Liberty Ridge West Wheaton & Winfield 1 [DuPage
Liberty Ridge East Wheaton DuPage
Lombard Lombard & Villa Park 2 |DuPage
Midwest Palos Palos Township 1 [Cook
Moreland Norwood Township 1 [Cook 1 1.57 1.57
Nettle Creek Morris 1 [Grundy 1 0.09 0.09 0.02 0.07 1
Potter Golf/Sunset Manor/Forest Estates Niles, Glenview & Rolling Meadows 3 |Cook 1 0.45 0.45
Ridgecrest Morris Grundy 1 0.10 0.10 0.06 0.28 1
River Grange St. Charles 1 [Kane 1 0.01 0.01 0.01 0.05 1
Rollins/Elgin Elgin 1 [Kane 1 0.45 0.45 0.04
Santa Fe Lemont & Woodridge 2 |DuPage 1 1.00 1.00 0.29 1.34 5
Southwest Suburban Homer Glen 1 [will 2 1.47 3 2.35 3.82 2.40 8.94 21
Terra Cotta Prairie Grove 1 [McHenry 1 0.10 0.10 0.01 0.05 1
Valley-Marina Oswego 1 [Kendall 1 0.25 0.25 0.25 0.56 2
Valley View Glen Ellyn, Lombard & Milton Township 1 [DuPage 5 6.97 6.97 1.12 4.42
Waycinden Des Plaines & Mt. Prospect 1 [Cook 2 14.82 14.82 1
West Suburban Bolingbrook 1 [will 3 15.41 15.41 2.67 7.49 8
Chicago Metro Division Totals 32 7 29 68.28 11 4.80 73.08 7.61 25.78 51 366
EASTERN DIVISION
Champaign Champaign & Urbana 11 |Champaign-Douglas
Pontiac Pontiac 1 [Livingston
Sterling Sterling 1 [Whiteside
Streator Streator 4 |LaSalle
Eastern Division Totals 17 5 0 0.00 0 0.00 0.00 0.00 0.00 0 0
NORTHERN DIVISION
Lincoln Lincoln 1 [Logan
Pekin Pekin 4 [Tazewell
Peoria Peoria 17 |Peoria
Northern Division Totals 22 3 0 0.00 0 0.00 0.00 0.00 0.00 0 0
SOUTHERN DIVISION
Alton Alton 8 |Madison-Jersey
Cairo Cairo 3 |Alexander
Interurban E.St. Louis, Granite City & Belleville 42 [St. Clair-Monroe
Southern Division Totals 53 5 0 0.00 0 0.00 0.00 0.00 0.00 0 0
TOTAL ILLINOIS-AMERICAN 124 20 29 68.28 11 4.80 73.08 7.61 25.78 51 366

Notes:

PW=Purchased Water
WTF=Water Treatment Facility
SW=Surface Water
ADD=Average Daily Demand
MDD=Maximum Daily Demand
WRF=Water Reclamation Facility
ADF=Average Daily Flow
MDF=Maximum Daily Flow

(1) Regional Connections To The Metropolitan Wastewater Reclamation District of Greater Chicago (MWRDGC) are not metered and

no flow information is provided.

(2) MDF data not available for Country Club and Rollins.

(3) Chicago-Metro Division does not inventory water mains or collection mains by district.
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Please state your name.

Mark L. Johnson

Please state your business address.

100 North Water Works Drive, Beleville, lllinois 62223.

By whom are you employed and in what capacity?
| am employed by lllinois-American Water Company (“1llinois-American” or “Company”) as

Vice President- Engineering.

Please summarize your higher education experience.

| obtained a B.S. Degree in Civil Engineering from Worcester Polytechnic Inditute in 1976. |
earned an M.S. Degree in Environmenta Engineering from the University of Mainein 1977. In
1996, | successfully completed the Utility Executive Management Program & the University of

Michigan Business School.

Please summarize your employment experience.

| joined Bridgeport Hydraulic Company (“BHC”) in 1978 as an Engineer. In 1979, | became
Superintendent-System Operations for BHC. In 1983, | became Director-Enginegring. In
1987, | was made Vice Presdent-Engineering. In 1990, | became President and Chief
Operating Officer of Stamford Water Company, asubsidiary of BHC, and aso Vice President-

Environmental Management of BHC.
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From April 1, 1993 until September 1, 1999, | served as Vice Presdent-Production for
Northern Illinois Water Corporation (“NIWC”). On September 1, 1999, | became Vice

President-Enginearing for 1llinois- American.

Areyou aregistered professional engineer?

Yes, in the gates of 1llinois and Connecticut.

Areyou a member of any professional organizations?
| am a member of the American Water Works Association and a diplomate of the American

Academy of Environmental Engineers.

Please summarize your responsibilities as Vice President-Engineering of Illinois-
American.
| am respongble for the planning, design and condruction of water, wastewater and genera
facilitiesfor the Company. Thiswork includes:
Adminigtering the capitd investment program congsting of an average of 20 to 40 projects
annualy with individual budgets greater than $100,000, and typical total yearly budgets
ranging from gpproximately $10 million to $40 million;
Supervisng agaff of 13 engineers and technicians,
Utilizing knowledge of state and federa regulatory requirements to ensure compliance with
environmentd requirements,
Coordinating the procurement of dl project design and congruction services, including

contract administration, requests for proposas, and scope development; and
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Providing comprehensive sysgem planning for 5, 10 and 15-year intervas for use in

projecting facility needs and expansion requirements.

Have you testified before this Commission in other proceedings?
Yes. | havetedified in severd casesinvolving NIWC, including rate cases and certificate cases.
| have tediified in Illlinois-American’'s merger case with United Water Illinois and the lllinois-

American 2000 rate case.

Have you testified before any other regulatory commissions?

Yes. | have testified before the Connecticut Public Utilities Commisson.

AsVice President-Engineering of the Company, are you generally familiar with the
business, facilities and operations of the Company in each of itsdivisions?

Yes

What isthe purposeof your testimony?
| will describe sted structure painting needs of the Company, describe the use of temporary
reverse 0SmMosis equipment to remove nitrates at the Streator Digtrict in 2001 and describe the

magjor capita projects completed in 2001 and planned for 2002 and 2003.

STEEL STRUCTURE PAINTING

Please describe the Company’s steel structures.
The Company has 167 stedl structures that are utilized for water treatment, backwash storage

and digtribution storage. Thetotd capacity of the sted structuresis 149 million gdlons.



10

11

12

13

14

15

16

17

18

19

20

21

22

23

Exhibit No. 3.0 Mark L. Johnson

Q.

Please describe the Company’s stedl structure painting program.

Modern paint systems generaly provide an average service life of 15 years. Thisrequires
approximately 10 sted structuresto be painted each year. 1llinois-American hasa
comprehengve five-year painting schedule as shown in Exhibit No. 3.1. The Company isin the
process of ingpecting al the sted structures to devel op a comprehensve database, painting
priorities and along-term sted Structure painting program. This should be completed at the end
of 2003.

What arethe current stedl structure painting costs and how much should be expensed
each year?

Using average sted structure painting costs for 2000, 2001 and 2002, the average cost (interior
and exterior) per galon of sted structure capacity is $0.24 per gdlon. The average size of
lllinois-American’s stedl structuresis 892,216 gdlons. Assuming 10 stedl structures are painted
each year, the annud average cost is $2,141,318. Thisisthe amount that should be expensed

each year.

TEMPORARY REVERSE OSMOSISNITRATE REMOVAL TREATMENT

STREATOR WATER TREATMENT FACILITY-2001

Why was temporary reverse osmosis treatment required in 2001 at the Streator Water
Treatment Facility (WTF)?

The source of supply for the Strestor WTF isthe Vermilion River. The Vermilion River hasa
long history of high nitrates rlated to agriculturd fertilizer runoff. Illinois- American has been

successful in dealing with the nitrate problem through blending and watershed managemen.

-4
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When nitrate levelsin the Vermilion River are low, water istaken directly from theriver to the
Streator WTF and the side-channd reservair isfilled. When nitrate levelsin the Vermilion River
are high, low nitrate water stored in the 237 million gallon Sde-channd reservair is blended with
river weter to meet the 10 mg/l standard. In late 2000 and 2001, nitrate levelsin the Vermilion
River were unusudly high and the low nitrate water in the Sde-channd reservoir was depleted.
Temporary reverse osmoss treatment was rented and placed in service for approximately 40
days until the river nitrate levelsfdll to asafe levd. The cost of thistemporary trestment was
$497,000.

How islllinois-American dealing with the nitrate problem?

In 1993, NIWC performed an ion-exchange nitrate removal trestment pilot study, looked for an
dternative groundwater source in the Ticona Aquifer, sudied expansion of the side-channel
reservoir and examined solving the problem at the source through watershed management. The
least cost option was watershed management and the Vermilion Watershed Task Force was
crested. This group has been very active in promoting best management practices for fertilizer
use in the watershed and was successtul in keeping nitrate levels down for seven years. Itis
now clear, however, that voluntary watershed action is not sufficient and permanent nitrate
remova treatment will be required a the Streator WTF.

Why was rever se osmosis treatment utilized in 20017

The equipment was readily available and this type of treatment had not been piloted in 1993.
The Company wanted to make sure that dl viable trestment techniques were examined in the
fidd, as permanent nitrate remova equipment might be required.

How should the $497,000 cost betreated from an accounting standpoint?
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A.

Q.

A.

Mr. Harriswill provide detailed testimony on thisissue but the accounting trestment should be

the same as that used for al the 1993 nitrate issue aternatives discussed earlier.

MAJOR 2001 CAPITAL PROJECTS

What major Capital Projectswere completed in 20017?

The mgjor 2001 Capital Projects are described as follows:

Bdleville Rechlorination Station (Interurban-$256,887)- This project included the

condruction of a new rechlorination stetion at the Yorktown Elevated Tank Ste. This
fecility provides seasond rechlorination for the northeastern portion of the Bdleville
digtribution system, particularly the Village of Shiloh and Scott Air Force Base. The project
will improve water qudity and trestment system religbility.

Prospect Main (Peoria $506,172)-This project included the ingtdlation of 4,000 feet of

20" and 24" water main to improve flow out of the San Koty Station and improve
digtribution pressurefflow in the Peoria High Service Area.

Well 66 & Supply Main (Champaign-$587,451)-This project included the ingdlation of

anew 3 million galon per day (mgd) well (N0.66) and 2,600 feet of 20" supply main. The
addition of Well 66 provides the Champaign Didrict with a totd well yield of 38.5 mgd
(35.0 mgd with the largest well out of service), which will dlow the system to meet pesk
demands.

Eagt Water Treatment Facility SCADA (Champaign-$1,334,663)-This project

included the ingdlation of a new Inteution-based SCADA system which automates the
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entire facility. The work included the ingdlation 19 automatic control vaves, new sensing
devices, control wiring, Programmable Logic Controller (PLC) and persona computer
ingdlaion and programming and two 6 mgd high service pumps.  The project replaced
outdated equipment, improves system rdiability and improves operating efficiency.

Newton Township Main Extension (Streator-$258,297-net)- This project included the

indalation of 14,847 of a combination of 8’ and 6” main to serve 51 residents with poor
individuad wels in Newtown Township. The project is partiadly funded by a $400,000
Community Development Assgtant Program (CDAP) grant obtained by Newtown
Township.

PAC System Replacement (Pontiac-$182,067)-This project included the ingdlaion of

a new powdered activated carbon (PAC) storage and feed system at the Pontiac WTF.
This completely enclosed silo system improves chemica storagelhandling and safety.

Woodridge Booster Station and Tank (West Suburban/Santa Fe-$3,497,592)-This

project included the construction of a 15.0 mgd booster pumping station and a 5.0 million
gdlon water storage tank. These facilities recelve and ddiver Lake Michigan water to the
West Suburban and Santa Fe Didtricts and the Village of Bolingbrook.

West Suburban Water Main Improvements (West Suburban-$6,322,603)-This

project included the ingtallation of approximately 20,000' of 36", 7,500" of 20", 1,000" of
16" and 4,200' of 12" water main in the West Suburban Didtrict. These new mains
fadlitate ddivery of Lake Michigan water to the West Suburban Didtrict and the Village of
Bolingbrook.

Homer Booster Station and Tank (Southwest Suburban-$2,483,706)- This project

included the ingalation of a new 5.0 mgd boogter pumping station and a 2.0 million gdlon

-7-
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Q.

A.

water storage tank. These facilities are required to deliver Lake Michigan water to the

Southwest Suburban Didrict.

Derby Meadows Water Reclamation Facility (WRF) Expanson (Southwest

Suburban-$1,099,067)-The Derby Meadows WRF was expanded from an average day

capacity of 0.6 mgd to 0.9 mgd. This expanson provides needed sewage treatment

capacity in the Southwest Suburban Didtrict.

Oak Valley WRF Excess Flow Clarifier (Southwest Suburban-$1,725,226)-This

project included the ingdlation of a 70" diameter darifier and associated pumping and
piping improvements. This project has increased the wet weather handling capacity of the
facility. The potentia of sewage backup in customer’s homes during wet weather has been
reduced.

Meter Reading Equipment (Corp-$511,200)- This project included the purchase and

deployment of new Schlumberger meter reading equipment and software throughout the
date.  All lllinois-American digricts now have consstent meter reading equipment and

software.

MAJOR 2002 CAPITAL PROJECTS

Please describe major Capital Projectsthat will be completed in 2002.

The mgjor 2002 Capital Projects are described as follows:
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Town Hall Road/59" Street Main & Booster-Phase | (Interurban-$2,124,428)- This

firgt phase of the project includes the ingalation of 12,800° of 24" water main and a new
boogter pump dation. This project will enhance digtribution pressure/flow in the southern
portion of the Beleville sysem and will enhance rigbility, digtribution pressurefflow to the
communities of Millstadt, Weaterloo and Columbia

|-74 Relocation-Phase | (Peoria-$2,500,000)- This is a two-year congtruction project

involving renovetion and improvements to a 13-mile sretch of F74 through the City of
Peoria. This complex relocation project requires the dimination of nine (9) of the existing
fourteen (14) water main crossings of F74, rebuilding the remaining five (5) crossngs,
ingdlation of padld digribution reinforcement piping and miscdlaneous Sde Stregt
relocations.

Standby Power | mprovements-Phase | (Peoria-$400,000)- This project includes the

ingdlation of standby power units at the San Koty Station (1,000 KW) and San Koty
WalIs No. 16 & 18 (250 KW). The San Koty projects will be completed and placed in
servicein 2002. This project will provide power rdigbility for the Peoria system.

Streator  WTE Improvements-Phase |-Nitrate Removal Facilities (Streator-

$1,300,000)- This project includes the ingtdlation of ion exchange nitrate remova facilities at
the Streator WTF. The ion exchange nitrate remova equipment will be completed and in
sarvice by June 1, 2002. These facilities are required to remove increasing levels of nitrates
related to agriculturd runoff in the Vermilion River watershed. The ion exchange nitrate
remova facility will increase annud operating and maintenance codts for this facility by

$46,901 (assuming 60 days of service).
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Sterling Eas WTE Improvements-Phase |-Radium Removal Facilities (Sterling-

$2,500,000)-This project includes the inddlation of radium removd facilities & the Sterling
East WTF. The radium remova facilities are required to remove radium from the source
wells, which have radium levels gpproaching the 5.0 picocuries per liter (pCi/L) Maximum
Contaminant Levd (MCL). lllinois-American has performed pilot testing of Reverse
Osmosis (RO) and Radium Selective Adsorption (RSA) treatment options. 1on Exchange
(IX) treatment is also an option, which does not require pilot testing. RO and 1X appear to
be the most viable treatment options, with waste disposd the criticd dement. RO is a
proven technology for radium remova and is mogt probable for this ingdlation. The RO
radium remova facility will increase annua operating and maintenance codts for this facility
by $138,743. Theradium remova equipment will be completed and in-service in 2002.

Bolingbrook 20" Transmisson Main-Phase | (West Suburban-$750,000)-This two-

year project includes the inddlaion of 12,0000 of 20" transmisson man in west
Bolingbrook to improve the availability and reiability of the Lake Michigan water supply to
the rapidly developing west side of Bolingbrook. 40% of the transmisson main will be
completed and placed into service in 2002.

Customer_Service Softwar e (Corp-$4,563,594)- This project includes the purchase and

ingdlation of new Enhanced Customer Information System (ECIS) software by Orcom.
This software will dlow integration of the lllinois- American customer service system into the

American Water Works Company nationa cal center.

-10-
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Q.

A.

MAJOR 2003 CAPITAL PROJECTS

Please describe major Investment Projectsthat will be completed in 2003.

The magor 2003 Investment Projects are described as follows:

Town Hall Road/59" Street Main & Booster-Phase Il (Interurban-$1,775,572)- This

second phase of the project includes the ingdlation of 8,200 of 24" water main. This
project will enhance digtribution pressurefflow in the southern portion of the Beleville
system and will enhance rdiability, distribution pressure/flow to the communities of Millstadt,
Waterloo and Columbia

Congruct Wel No. 20 (Lincoln-$325,000)-This project includes the ingtdlation of anew

1 mgd well a the South Wellfidd in Lincoln. This project will increase the rdiable well
capacity to 4.2 mgd and alow the system to meet future peak demands.

|-74 Relocation-Phase || (Peoria-$1,118,320)-This is a continuation of the two-year

congtruction project involving the renovation and improvements to a 13-mile sretch of 1-74
through the City of Peoriawhich is being commenced in 2002.

Standby Power | mprovements-Phase |1 _(Peoria-$290,000)-This project includes the

ingdlation of a sandby power unit at the Dodge Street Station (500 KW). The standby
power unit will be placed in service by June 1, 2003. This project will provide power
religbility for the Peoria system.

West WTF Lime Equipment Improvements (Champaign-$228,000)-This project

includes the replacement of two sets of lime feed equipment & the West WTF in

Champaign. This project is part of along term lime feed replacement program.
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Streator WTFE Improvements-Phase |1-Clearwedl, Pump Station and Chemical

Storage/Feed Facilities (Streator-$2,850,000)-This project includes the ingdlation of a

new 350,000 gdlon clearwdl, high service pump dation and chemica <Storage/feed
improvements at the Streator WTF. The clearwell, pump station and chemicd storage/feed
fadilities will be completed and in-service by June 1, 2003. These facilities will dramaticaly
improve clearwel / pumping rdigbility and replace aged equipment. The project dso is
expected to enable use of dternative disnfectants, which should help to assure continued
compliance with Totd Trihdomethanes (TTHM) and Haoacetic Acids (HAAD)
requirements. The improvements to the chemicad storagel feed equpment will help to
maintain continued safety and relidbility.

Sterling East WTFE Improvements-Phase |1-Chemical Storage/lFeed Facilities

(Sterling-$1,700,000)-This project includes the indalaion of chemicad feed/ storage

improvements & the Sterling East WTF. The chemicd dtorageffeed facilities will be
completed and placed in service by June 1, 2003. The improvements to the chemica
storagel feed equipment will help to maintain continued safety and reliability.

Bolingbrook 20" Transmisson Main-Phase Il (West Suburban-$1,210,000)-This

project includes the ingdlation of 12,000° of 20" transmisson main in west Bolingbrook to
enhance the avalability and rdiability of the Lake Michigan water supply to the rgpidly
developing west Side of Bolingbrook. 60% of the project will be completed and placed into
servicein 2003.

Bolingbrook West Standpipe and Booster ($1,320,000)-This project includes the

congruction of anew 3 million gallon standpipe and booster station in the West Suburban

Digrict. This project will address the shortage of storage and lack of storage dispersion
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Q.

within thisrapidly growing system. The standpipe and booster will be placed into service by
June 1, 2003.

Sewer Lining/Manhole Replacement (Chicago M etro-$402,500)-This project

includes the investigation and relining of deteriorated sewers and manhole replacement in
various digricts in the Chicago Metro Divison. Thisis part of along-term program thet will
enhance sawer relidbility.

Chicakasaw WRF Influent Screen Replacement (Southwest Suburban-$270,000)-

This project includes the replacement of aged influent screens at the Chickasaw WRF. This

project will enhance pre-trestment and religbility.

Doesthis conclude your testimony?

Yes

-13-



ILLNOIS-AMERICAN WATER COMPANY

STEEL STRUCTURE PAINTING 2003-2007

Exhibit No. 3.1
Page 1 of 1
Steel Structure Tank Type | District 2003 2004 2005 2006 2007 Total
Comprehensive Inspections State $200,000 $200,000
Cardinal Street Standpipe AL $400,000 $400,000
Liberty East Hydro Tank Hydro. CM $25,000 $25,000
Liberty West Hydro Tank Hydro. CM $25,000 $25,000
Arrowhead Elevated Tank Elevated CM $110,000 $110,000
Bollingbrook Well #10 Elevated CM $185,000 $185,000
Peoria Route 116 Elevated PO $330,000 $330,000
Cairo Washwater Elevated CA $120,000 $120,000
Granite City Washwater Standpipe IN $90,000 $90,000
Chickasaw Well #4 Hydro. CM $167,000 $167,000
Santa Fe Well #1 Elevated CM $110,000 $110,000
Granite City Elevated Elevated IN $400,000 $400,000
West Suburban Tank B-Well #8 |Elevated CM $150,000 $150,000
Sterling WTF Backwash Reservoir SL $30,000 $30,000
Sterling WTF Filters Filter SL $15,000 $15,000
Rollins Hydro Tank Hydro. CM $25,000 $25,000
Chicago Suburban Well#4 Reservoir CM $162,500 $162,500
Chicago Suburban Well #2 Reservoir CM $40,000 $40,000
Tolono Reservoir CP $285,000 $285,000
Grand Blvd. 1 Reservoir PO $750,000 $750,000
Streator Backwash Elevated SR $150,000 $150,000
WTF 4 Superstructure Reservoir CP $25,000 $25,000
WTF E6 Superstructure Reservoir CcP $25,000 $25,000
Pontiac WTF Precipator 2 & 3  |Reservoir PT $50,000 $50,000
Camelot Elevated Elevated PO $225,000 $225,000
Sterling WTF Detention Reservoir SL $30,000 $30,000
Pontiac WTF Filter #6 Filter PT $30,000 $30,000
Fernway Tank A Elevated CM $110,000 $110,000
Waycinden Tank B-Well #2 Reservoir CM $75,000 $75,000
Bollingbrook Tank 2-Well #6 Elevated CM $150,000 $150,000
Peoria WTF Washwater 1 Standpipe PO $245,000 $245,000
ESL WTF Aldrich Units 1-4 Reservoir IN $225,000 $225,000
ESL WTF Washwater Standpipe IN $100,000 $100,000
ESL WTF Aldrich Units 5-8 Filter IN $500,000 $500,000
French Village #1 Reservoir IN $503,000 $503,000
Champaign Elevated Elevated CP $350,000 $350,000
Waycinden Tank A-Well #3 Reservoir CM $160,000 $160,000
Country Club Tank Reservoir CM $100,000 $100,000
St. Joseph Elevated CP $100,000 $100,000
WTF Clarifier and Floculator #2|Reservoir PO $475,000 $475,000
Harold St. Standpipe AL $443,000 $443,000
French Village #2 Reservoir IN $500,000 $500,000
Peoria WTF Washwater #2 Standpipe PO $207,000 $207,000
West 7th Reservoir SL $125,000 $125,000
West Plant Backwash Elevated CcP $100,000 $100,000
San Koty Clearwell Reservoir PO $211,000 $211,000
San Koty Contact Standpipe PO $127,000 $127,000
Deepwell No. 1 Reservoir IN $452,700 $452,700
East Plant Basins Reservoir CcP $250,000 $250,000
Pfeffer Road Reservoir Reservoir CcP $200,000 $200,000
Grand Blvd. 2 Reservoir PO $815,500 $815,500
Chouteau Grit Standpipe IN $275,000 $275,000
TOTAL $2,162,000 $2,177,500 $2,233,000 $2,261,000 $2,120,200 $10,953,700
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Please state your name.

Ronad D. Stafford.

Please state your business addr ess.

300 North Water Works Drive, Bdleville, 1llinois 62223.

By whom are you employed and in what capacity?

| am employed by American Water Works Service Company, Inc. (“ Service Company”), an
dfiliate of lllinois-American, as Director of Rates and Planning for Illinois-American Water
Company (“lllinois-American” or “Company”). | dso serve as Assstant Treasurer and

Assgant Comptroller of lllinois-American.

Please summarize your higher education experience.
| am a graduate of Bal State Universty with a Bachelor of Science Degree in Accounting. |
dsn have eaned a Magers Degree in Budness Adminigration, with concentrations in

Management and Finance from Southern Illinois University a Edwardsville,

Areyou a Certified Public Accountant?

Yes. | anlicensed in the Sate of lllinois.

Have you participated in additional educational activities?
Yes. | have atended various seminars, including the Seminar on Water Utility Regulation
gpoonsored by the National Association of Regulatory Utility Commissoners. | dso have

participated in continuing education programs sponsored by Service Company.
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Q.

Please summarize your employment experience.

| began my employment with the Service Company in Richmond, Indiana as an Accountant in
September 1981. In May 1983, | was promoted to the postion of Rate Andyst. In June
1986, | was promoted to the position of Senior Rate Andyst. In May 1990, | was promoted
to the position of Revenue Requirement Specidist and remained in that position with the Senvice
Company until my promotion to Assstant Director of Rates and Revenue for Illinois-American
in October 1993. | was named an Assstant Treasurer of 1llinois-American in December 1993.
In January 1996, | was promoted to the position of Director of Rates and Revenue. 1n 2000, |
became an employee of the Service Company, as Director of Rates and Revenue for Illinois-
American. Effective January 1, 2002, my title changed to Director of Rates and Planning. On

Jduly 24, 2002, | dso was elected as an Assistant Comptroller of Illinois- American.

Have you previously testified beforethis Commission in other proceedings?
Yes. | have tedified on behdf of Illinois-American in numerous prior rate cases, cetificate

cases, and merger cases.

Have you testified before any other regulatory commissions?
Yes. | have testified before the lowa Utilities Board, the Missouri Public Service Commission

and the Public Utilities Commisson of Ohio.

Please summarize your responsibilities as Director of Rates and Planning.
My responghilities primarily involve the preparation and presentation of gpplications for rate
adjustments and other matters with the Illinois Commerce Commisson (the “Commisson”). |

aso am respongble for budget preparation and financial andyss.
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Q.

Are you generally familiar with the business, facilities and the operations of the
Company in each of itsdivisons?

Yes.

Areyou generally familiar with the books and recor ds of the Company?

Yes.

FUTURE TEST YEAR PROJECTIONS

What test year hasthe Company proposed in this proceeding?

As Mr. Ruckman has testified, the Company is proposing, and has presented its schedules
using, a future test year comprising the twelve months ending December 31, 2003. The
Company also is presenting, where agppropriate, information for the historic years comprising the
twelve months ending December 31, 2000 and December 31, 2001 and the current year

comprising the twelve months ending December 31, 2002.

How werethefuturetest year projections developed?

The projections initidly were developed primarily by personnel a each didrict office and each
of the Divison and State Corporate offices (each of which is individudly referred to as
“business center”). The respongbility for each department’s projection within the business
center rests with the department head. Recent historical experience is used, usudly from oneto
five years, with appropriate adjustments for known or projected changes. Where necessary
and possible, contacts are made by locd and corporate management personnel with suppliers of
goods and services to confirm estimates. The projections developed by the separate

departments are consolidated and reviewed by each business center’ s management staff prior to
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submisson to the Company’ s corporate office. With respect to capitd investment projections,
al proposed expenditures are supported by documentation which defines the scope of the
work, reports when funds are required, judtifies the use of Company resources, explans the
urgency and adequacy of the proposed projects, outlines adverse effects of not accomplishing
the proposed work, and provides detalled cost estimates. Capitd investment projections are
the outgrowth of operating experience and analysis of investmerts required for providing a

continuoudy acceptable level of water service.

The Company’s Corporate Office staff asssts with and coordinates the development of the
projections. The Corporate Office staff also prepares the projections of corporate items such
as state and federd income tax, interest expense, and preferred and common dividends. The
projections are then presented to senior management for review, and changes are made as
appropriate.  The Company’s projections are then presented to the Company President for

review and approva.

Has the Company submitted the “G” schedules required in Subpart J of the proposed
revised Standard Filing Requirements applicable to this case?

Yes. These schedules are contained in Exhibit No. 9.0.

Did you prepare, or caused to be prepared under your direction and supervision, these
“G” schedules?

Yes.

Please generally describe these schedules.

These schedules provide information in support of the sdlection of afuture test year.
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Q.

Were any adjustments made to the 2003 proj ections described above in developing the
Company’s exhibits?
Yes, in developing the test year operating income statement at present rates, adjustments to the

2003 projection were made to reflect appropriate ratemaking trestment of certain items.

How does the Company assurethat costs are maintained within approved pr ojections?

All capital expenditures and certain expenditures for operations and maintenance projects are
supported by work orders approved by the divison managers. The scope of the work and the
cost estimate described in the work order must conform with the description contained in the
approved projections. Purchase orders are issued for materids, supplies, equipment, and

services described in the work order and authority for approva is conditioned upon their
conformity with the work order. With respect to construction projects, detailed cost analyses
are prepared as the work progresses and the project status is reviewed periodicaly with
respect to schedule, cost, and qudity. Post-completion reviews are prepared to compare
actud cogts and benefits with the origind plans. A smilar process is followed for routine
expenditures and other expenditures of minor magnitude except that the control point is the
detailed schedule that supports the projection rather than a specific work order. A monthly
report of operations is prepared that describes the Company’ s accomplishments and compares
projections to actua results. At least twice each year, the Company’s officers and managers
meet to review progress. Additiondly, on a periodic basis, the Company’s officers meet to
compare projections to actual results and to review progress. Quality control reports, physica
inventories, internd audits and congruction ingpection reports are key dements of the control

process.
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Q.

I'n your opinion, are the 2003 pr ojections reasonable and reliable?

Yes

What isthe basis of your opinion?

The 2003 projections were developed in accordance with the “ Guide for Prospective Financia
Information” (1999) issued by the American Inditute of Certified Public_Accountants. In
Exhibit 4.1, which dso is Schedule G-2, the Company has submitted the opinion of
PricewaterhouseCoopers, certified public accountants, that the preparation and presentation of
the projections comply with the Guide. Furthermore, the projections are reasonable, religble,
and were made in good faith. All of the basic assumptions used in preparing the projections are
reasonable, evauated and judtified in the exhibits, testimony and workpapers supporting this
filing to dlow the Commisson Staff and any intervenors to test the gppropriateness of the
projections. The assumptions and methodologies used in developing the projections are the
same as those reflected in the 2003 projections prepared for the Company’ s management. The
2003 projections prepared do not reflect the effect of the rate increase proposed in this
proceeding. The accounting trestment which has been agpplied to anticipated events and
transactions in the projections is the same as the accounting trestment to be applied in recording

the events once they have occurred.

Have you made a comparison of prior years projected data with actual data for those
yearsto verify therédiability and accuracy of the Company’s projections?

Yes. Schedule G-1 presents a comparison of projections of revenues, operating expenses and
utility operating income to actud revenues, operating expenses, and utility operating income for

each of the years 1999 through 2001. Schedule G-1 aso presents a comparison of projected to
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actud capitd investments for the same years. For these years, the overdl percentage difference
between actua and projected revenues was only 0.9%. The overal percentage difference
between actud and projected operating expenses was only 3.2%. Actua capitd additions
varied from projected capital investments by 3.3%. The differences between projected and
actud data shown on the Schedule are very smdl and demondtrate the accuracy and rdiability

of the Company’ s projections.

Does Schedule G5 summarize the procedures and major assumptions used by the
Company to preparethetest year 2003 operating and investment proj ections?

Yes. Schedule G-5 dsoisExhihit 4.2.

Please describe theremaining G Schedules.

Schedule G 3 is a statement of Assumptions used in the Forecast; Schedule G-4 is a Statement
of Accounting Treatment; Schedule G-6 is a schedule identifying inflation rates gpplied in
developing test year projections, Schedule G-7 is a schedule showing Proration of Accumulated
Deferred Income Taxes, Schedule G-8 shows Actud Gross Additions and Retirements
Compared to Original Budget; Schedule G9 shows a Comparison of Budgeted Non-Payroll
Expense to Actud; Schedue G-10 shows Budgeted Payroll Expense compared to actud;
Schedule G11 shows Budgeted Number of Employees, Schedule G 12 shows Forecasted
Property Taxes, Schedule G- 13 shows a Comparison of Actud Financid Results to the
Original Approved Forecast for Each of the Past Twelve Months, and Schedules G-15 through
G-18 provide an Income Statement, Balance Sheet, Statement of cash flows, and Statement of

retained earnings, respectively .
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RATE DESGN

How wer e the proposed rates designed?

The proposed rates are based upon across-the-board revisons to dl rates for dl Didricts for
which arate increase is proposed in accordance with revenue requirements applicable to each
Didrict. The Company has sdected this gpproach to: improve communications with
customers, enhance customer understanding, reduce rate case expenses, minimize customer
impacts, and amplify adminigration. In addition, current rates for most Didtricts are based on

cost of service studies performed only three years ago.

Has the Company submitted a cost of service study as referenced in Schedule E7,
Subpart H, of the proposed revised Standard Filing Requirements applicable to this
case.

No. AsMr. Rumer hastedtified, the requirement is waived because the Company has provided

data to enable Staff to perform a cost of service study.

I sthe Company continuing its single-tariff pricing?

Yes. Theuseof agngle, or uniform, rate tariff gpplicable to dl digtricts in the Southern Divison
was gpproved by the Commission in Docket No. 92-0116. In Docket No. 95-0076, the
Commission gpproved the proposa of the Company and Staff to begin movement to include the
Peoria Didrict in the sngle-tariff pricing for the Southern Divison. That movement was
continued in the Company’s most recent prior rate case, Docket No. 97-0102. In Docket 00-
0340, Streator Digtrict and the Pontiac Didgtricts were added to single-tariff pricing, with gradud

movement towards uniform rates. In the present case, the Southern Divison and the Peoria,
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Streator, and Pontiac Didricts remain in sngle-tariff pricing. For the Streator Didtrict, the
Company is proposing the customer charge and volumetric rates as applicable to the Southern

Divison.

Does the Company propose to include any additional operating districtsin single-tariff
pricing?

No. The Chicago Metro Didtrict, which includes the former water and wastewater service areas
of Citizens Utilities Company of Illinois operations, dready is approved for a separate Sngle-

tariff pricng.

In this rate case, is the Company proposing any changes to the design of its standby
servicetariff?

No.

Will the Company make its standby service tariff applicable to its Eastern Divison?

The Eagtern Divison, which comprises the former sarvice areas of Northern lllinois Water
Corporation, has had standby service tariffs snce April 23, 1997 for the Sterling District,
pursuant to Commisson Order in Docket No. 96-0317, and for the Champaign and Pontiac
Didlricts since March 14, 1998, pursuant to Commission Order in Docket No. 97-0254.
Pursuant to the then effective tariffs, Northern Illinois Water Corporation entered into standby
demand water service agreements with Northwestern Steel and Wire Company dated April 24,
1998 (Sterling Didrict) and Caterpillar Tractor, Inc. dated October 16, 1998 (Pontiac
Divison). The Company believes that no change should be made to the standby service rate

design for the Eastern Divigon at thistime, until further experience is obtained.
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“B” SCHEDULES

Has the Company submitted the “B” schedules required in Subpart E of the proposed
revised Standard Filing Requirements applicable to this case?

Yes. These schedules are contained in Exhibit No. 11.0.

Did you prepare, or cause to be prepared under your direction and supervision, these
“B” schedules?

Yes.

Was the information contained in these schedules obtained or derived from the books
and recor ds of the Company?

Yes. The source of dl the basic accounting information contained in these schedules is the
Company’s books and records. The data relating to the year ending December 31, 2000 and

2001 reflects the actual operating results for those periods.

The data provided for the “current” year ending December 31, 2002, and the projected future
test year ending December 31, 2003, are edtimated in accordance with the methodology

explained above.

Generally, what dothe*B” schedules show?

The “B” schedules show the determination of rate base. Information is provided for the angle
tariff pricing group (Southern Divison/Peoria Didrict/Streator Digtrict/Pontiac Didtrict), the
Champaign Didlrict, the Sterling Didrict, the Pekin Didtrict, the Lincoln Didrict, the Chicago
Metro Water Didtrict, and the Chicago Metro Sewer Didtrict. Data is aso provided for total

water and total company.

10-
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Q.

Please describe Schedule B-1.

Schedule B-1, in summary manner, shows the computation of rate base for the Company and
for each jurisdictional areareferenced above. The rate base for the projected 2003 test year is
an average rate base for the year, except where noted below. Rate baseis computed at origina

cost.

Please describethe other B schedules.
Schedule B-2 provides a summary of adjustmentsto rate base. Details of these adjustments are

provided, beginning with Schedule B-2.1.

Schedule B-3 provides a comparative baance sheet for the prior three years and the test year.

Schedule B-4 provides a summary of adjustments to plant in service.

Schedule B5 provides an anaysis of gross plant additions, retirements and transfers for the

three years prior to the test year.

Schedule B-5.1 provides information on gains and losses on sdes of property.

Schedule B-5.2 provides information on certain property merged or acquired from other utilities

dncethe last rate case.

Schedule B-5.3 provides information on certain property leased to the Company.

Schedule B-6 provides detail of the depreciation reserve for the test year and prior three years.
The Company does not propose any revision to its depreciation rates which were approved by

the Commission in Docket No. 00-0340, the depreciation rates previoudy approved for its

11-
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Eastern Divison (formerly Northern Illinois Water Corporation), or the depreciation rates
previoudy approved for its Chicago Metro Divison (formerly Citizens Utilities Company of

lllinois).

Schedule B-7 provides information on construction work in progress for the test year.

Schedule B-7.1 dates the percentage complete of construction work in progress for the test

year.

Schedule B-7.2 provides information on the alowance of funds used during congiruction, for the

test year and prior three years.

Schedule B-8 summarizes the caculation of working capital by component for eech year. The
methodology used to caculate cash working cepitd is the same as that employed by the

Commission in Illinois-American’s prior rate order.

Schedule B-8.1 shows the calculation of materials and supplies.

Schedules B-9 and B-9.1 provide information on accumulated deferred income taxes, as

explained in the testimony of Mr. Harris.

Schedule B-10 provides information on deferred charge items included in rate base, including

those explained in the testimony of Mess's. Ruckman and Harris.

Schedules B-11 and B-12 provide information on property held for future use included in rate

base.

12-
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Schedule B-13 provides information on customer deposits for the test year and the prior three

years.

Schedule B-14 provides budget payment baances information.

Schedule B-15 provides information on additions to and transfers from customer advances and

contributionsin aid of congtruction.

Generally, how werethe projected balancesfor rate base items developed?

The following rate base components are based upon the smple average of the test year
beginning and end of year balances Utility Plant-in-Service, FAS 109 Reg. Asset —Net of
Lighility, Utility Plant Acquigtion Adjusgment-DuPeage, Reserve for Accumulated Depreciation
and Amortization, Deferred Charges, Savings Sharing, Contributions-in-Aid-of-Construction,
Accumulated Depreciation on Contributed Property, Bolingbrook Acquistion Rate Base

Neutraity, Customer Advances for Construction, and Investment Tax Credit — Pre 1971.

Please discuss the inclusion of the FAS 109 Regulatory Asset Net of Regulatory
Liability as shown on Schedule B-1.

The Company adopted the Statement of Financial Accounting Standards No. 109 in 1993. In
generd, SFAS 109 requires utilities to reflect on its balance sheet, regulatory assets for
recognition of the future increase in  revenue requirements, primarily from the reversd of tax
benefits previoudy flowed through to customers. Also, regulatory liabilities are reflected for
recognition of the future reduction in revenue requirements, primarily from deferred income
taxes previoudy provided for at tax rates grester than statutory levels and from the reversal of

investment tax credits, through amortization. The Company’s trestment of these baances is

13-
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conggtent with the trestment granted in the Company’s previous rate cases, Docket Nos. 95-

0076, 97-0102 and 00-0340.

Please discuss the inclusion of the Utility Plant Acquisition Adjustment — DuPage.

Citizens Utilities Company of lllinois acquired DuPage Utility Company in 1991, and dso
completed a number of other acquistions prior to Citizen's last rate case (Docket 94-0481). In
Docket 92-0305, and continuing with the rate order issued in Docket 94-0481, the
Commisson approved DuPage's method of cdculaing rate base, which included the

Acquistion Adjusment. The amounts shown are the unamortized balances.

How wer e the components of the working capital allowance developed?

Working capital alowance includes three components, as further detailed on Schedule B-2.
Those components are cash working capital, materials and supplies and deferred charges. To
cdculate cash working capitd, a formula used by Saff in lllinois-American’'s last rate
proceeding was employed based on Didrict or Divison specific data  The formula for
cdculaing cash working cepitd begins with operating expenses before income taxes and
deducts amortization of rate case expense, uncollectible expense, and red edtate taxes. The
result is multiplied by 1/8. The 1/8" factor represents the proportion of annual expenses at any
one time which would be paid by the Company but not yet recovered from the ratepayer. For
the Champaign and Lincoln Districts, the 1/8" factor is modified dightly to recognize the fact

that some billing in that didrict is performed on a bimonthly basis rather than a monthly bass.

14-
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Q.

Please describe the other components of working capital.

A thirteen month average for materids and supplies was used. Deferred charges include
deferred maintenance, deferred Streator R/O costs, and deferred security costs. Deferred
Streator R/O costs are discussed in the testimony of Mr. Harris. Deferred security costs are
discusd in the testimony of Mr. Ruckman. Deferred maintenance includes primarily sted
dructure painting and secondarily some pump and well maintenance. The cost of these
maintenance programs was deferred at the time of completion. The costs are then amortized

over ten yearsfor sted structure painting and seven years for pump and well maintenance.

Please discuss the reduction to rate base entitled Bolingbrook acquisition rate base
neutrality.

On July 25, 2002, the Company completed an asset swap wherein the Company obtained the
Village of Bolingbrook’s water digtribution assets in exchange for the Company’s sewage
treetment facility. In addition to the exchange of assets, the Company aso incurred an
ingalment payment debt obligation to the Village of Bolingbrook for the water assets. This debt
obligation is included in the capita dructure sponsored by Mr. Ruckman. The water assets
obtained and the wastewater assets exchanged, are reflected as additions to or reductions to
Chicago Metro's Water and Wastewater rate bases, where appropriate, including adjustments
to the accumulated reserve for depreciaion, contributions-in-ad-of-congruction, and
accumulated depreciated on contributed property, consstent with the Commission’s gpprova
of journd entries to record this transaction in Docket 01-0001. One provision of the agreement
with the Village of Bolingbrook is that the Company will only petition the Commisson to add, in

rate cases subsequent to the asset exchange, an amount to rate base for the exchanged assets

15-
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that is no greater than the average rate base per customer for al Chicago Metro Water Didtrict,
multiplied by the number of customer resding in the Bolingbrook Service Area. Initidly, rate
base impact resulting from this asset exchange would exceed this formula, necessitating the
adjustment. Over time, as the acquired assets are further depreciated, the rate base deduction
will dminish and eventudly will be diminated. This rate base deduction reflects the adjustment

necessary to be in compliance with the agreement with the Village.

Please discuss the development of the accumulated reserve for deferred federal and
state income taxes.

The development of the reserve reflects the adjustment to deferred taxes for difference in book
and tax timing differences. The reserve reflects an average calculated in accordance with the

proration methodology as established by Internd Revenue Service regulation Reg. 81.167(1)-

1(h)(6).

Please discuss the development of the test year balance of pre-1971 federal
investment tax credits.

The amount of this item, which is deducted from rate base, represents the smple average of the
beginning and year-end balances of pre-1971 federd investment tax credits. Those balances
reflect the annud amortization of pre-1971 federd investment tax credits referenced later in my
testimony.

“C SCHEDULES”

-16-



10

11

12

13

14

15

16

17

18

19

20

21

Exhibit No. 4.0 Ronald D. Stafford

Q.

Has the Company submitted the “C” schedules requiredin Subpart F of the proposed
revised Standard Filing Requirements applicable to this case?

Yes. These schedules are contained in Exhibit No. 12.0.

Did you prepare, or cause to be prepared under your direction and supervison, the
“C” schedules?

Yes

Was the information contained in these schedules obtained or derived from the books
and records of the Company?

Yes. The source of dl the basic accounting information contained in these schedules is the
Company’s books and records. The data relating to historic years reflect the actua operating
results for the respective periods. The data provided for the “current” year and the projected

test year are estimated in accordance with the methodology | have described.

Generally, what dothe* C” schedules show?

The “C’ schedules provide the operating income data for the dngle tariff pricing group
(Southern Division/Peoria Didrict/Strestor Didrict/Pontiac Didtrict), the Champaign Didtrict, the
Serling Didtrict, the Pekin Didtrict, the Lincoln Disgtrict, the Chicago Metro Water Didtrict, and

the Chicago Metro Sewer Didtrict. Dataisaso provided for total water and tota company.

Please describe Schedule C-1.
Schedule G 1 provides a summary income statement for each jurisdictional area referenced
above. It summarizes data contained in subsequent “C” schedules. It provides operating

revenue under present and proposed rates, and projected operating expenses and revenue

17-
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deductions. Schedule G-1 shows that, in the test year, present rates would yied an earned
return of only -0.52% to 6.19%, and the proposed rates would yield a return of 8.02%, which

isthe Company’s estimated cost of capital for the test year.

Please describe Schedule C-2.

This schedule provides asummary of the adjustments to operating income.

Please describe Schedules C-2.1 through C-2.4.

These schedules provide detail of the adjustments required to reflect ratemaking trestment of
certain items or to correct certain originad operating projections.

Schedule C-2.1 reflects the cost of preparation and presentation of thisrate filing.

Schedule G-2.2 shows an adjustment to sted structure maintenance expense, as discussed in
the testimony of Mr. Johnson.

Schedule G-2.3 shows an adjustment adding the amortization of the Streator deferred reverse
osmoss charge explained in the testimony of Messrs. Harris and Johnson.

Schedule C-2.4 shows the cdculation Citizens acquisition relaed savings sharing expense,

discussed later in my testimony.

Please describe Schedule C-3.

This schedule provides sdles gatidtics.

Please describe Schedule C-4.

This schedule provides comparative income statements for the prior years and the test year.

18-
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Q.

Please describe Schedule C-5 and C-5a.

These schedules provide the caculation of federd and state income tax at present and proposed

rates, respectively.

Please briefly describe the calculation of current federal and state income tax expense.
In Schedule C-5 various additions and deductions are made to utility operating income, and the
Company’ s budgeted tax rates are applied to the resulting taxable income. The Company’s
budgeted federal tax rate is 35% and the Company’s budgeted effective state tax rate is 4%.
For gtate income tax, taxable income is multiplied by the tax rate and the result is offset by the
current year investment tax credit. Interest cost is deducted since it is deductible for tax
purposes but not included in utility operating income. Other adjustments to utility operating
income reflect differences between book and taxable income. For example, book depreciation
is not used to calculate current income tax. Rather, a separate calculation is made for tax
depreciation. An adjustment is then made to utility operating income to add back book

depreciation expense and to subtract tax depreciation to arrive at taxable income.

Please explain Schedule C-5.1.

This schedule provides information regarding the consolidated federal income tax return.

Please describe Schedules C-5.2 and C-5.3.

These schedules include the calculation of deferred income tax expense.

Please describe Schedule C-5.4.

This schedule provides calculation of synchronized interest.

-19-
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Q.

Please describe Schedule C-5.5.

This schedule shows investment tax and job development credits.

Please describe Schedule C-6.

This schedule provides information on socia and service club dues.

Please describe Schedule C-6.1.

This schedule provides information on industry association dues.

Please describe Schedule C-6.2.

This schedule provides information on expenses incurred for outside services,

Please describe Schedule C-7.

This schedule provides information on charitable contributions.

Please describe Schedule C-8.

This schedule shows sdlling and advertising expense.

Please describe Schedule C-9.

This schedule shows expenses for civic and politica activities.

Please describe Schedules C-10 and 10.1.

These schedules give information on rate case expense.

Please describe Schedule C-11.1.

This schedule provides information on direct payroll expense for various functions.

-20-
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Q.

Please describe Schedule C-11.2.

This schedule provides data on the number of employees.

Please describe Schedule C-11.3.
This schedule provides information on executive compensation. In its order in Docket No. 02-
0285, the Commisson permitted excluson from in Schedule 11.3 of certan confidentid

information.

Please describe Schedule C-11.4.

This schedule provides information on employee benefits.

Please describe Schedule C-11.5.
This schedule provides information on incentive compensation, except for certain confidentia

information excluded from Schedule 11.5 pursuant to the order in Docket No. 02-0285.

Please describe Schedule C-11.6.

This schedule provides a reconciliation of overhead and clearing cods.

Please describe Schedule C-12.

This schedule provides the calculation of depreciation expense.

Please describe Schedule C-13.

This schedule provides a summary of ffiliated interest transactions.

Please describe Schedule C-14.

This schedule provides information on operating leases.
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Q.

Please describe Schedule C-15.
This schedule provides information on operating expense incurred for magor maintenance

projects.

Please describe Schedule C-16.
This schedule provides information on historical uncollectible expense, as well as pro forma

uncollectible expense for the test year at present and proposed rates.

Please describe Schedule C-17.

This schedule provides information on insurance expense.

Please describe Schedule C-18.

This schedule provides information on taxes other than income taxes.

Please describe Schedule C-19.

This schedule gives data on property taxes.

Please describe Schedule C-20.

This schedule gives information on local taxes.

Please describe Schedule C-21.

This schedule gives data on miscellaneous genera expenses.

Please describe Schedule C-22.

This schedule gives information on cost savings programs.
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Q.

Please describe Schedule C-23.

This schedule provides information on miscellaneous operating revenues.

Please describe Schedule C-24.

This schedule provides information on reserves for legd expense.

Please describe Schedule C-25.

This schedule provides information on add-on taxes.

Please describe Schedule C-26.
This schedule gives information on the amortization of deferred charges, including the deferred

charges described in the testimony of Messrs. Ruckman and Harris.

Please describe Schedule C-32.

This schedule gives information on non-utility operations.

CITIZENSACQUISI TION SAVINGS

Please briefly describe Illinois-American’s acquisition of properties of Citizens Utilities
Company of Illinois (“CUCI").

On May 15, 2001, in Docket No. 00-0476, the Commisson approved a transaction in which
lllinois-American subsequently acquired the water and wastewater systems of CUCI. The
acquisition closed on January 15, 2002.

In Docket No. 00-0476, the Commission aso ordered that, in rate proceedings filed within
three years after the order, savings resulting from the acquisition should be shared between

[llinois-American’ s shareholders and customers on a 50-50 basis.
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On August 14, 2001, in Docket No. 01-0556, Illinois-American filed with the Commisson its
petition for gpprova of a methodology for cadculating the acquisition savings. An order was
issued in Docket No. 01-0556 on July 16, 2002 approving a methodology for caculating the
acquigition savings. In that docket, Staff agreed with and the Commisson approved lllinois-
American’s proposed methodology for cdculation of the acquidtion savings. Staff dso agreed
and the Commission ordered that, in the next rate case, Illinois-American should quantify the

savings congstent with that methodology.

Will savings result from the of the CUCI properties?
Yes. The acquidtion will produce sgnificant economies and efficiencies which will result in a
reduced level of costs as compared to the level which would exist for the separate companies

on an aggregete basis ("acquigtion savings' or "savings').

What methodology has Illinois-American utilized to quantify the acquisition savings?
In accordance with the agreement reached with the Commission Staff and the Order in Docket
No. 01-0556, Illinois-American has utilized a two-part methodology: one part covering savings

unrelated to the cost of capital; and the other covering cost-of-capita related savings.

Please explain the methodology for quantification of savings not related to the cost of
capital.

To quantify acquisition savings not related to cost of capita, the methodology is as follows: (1)
lllinois- American has determined the level of acquisition cogts for each savings category for the
cdendar year immediately preceding announcement of the acquisition, that year being 1998;

(2) in the form of workpapers, Illinois-American is providing substantiation that dimination of
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specific 1998 cods (“base year codts’) has resulted from the acquigition; (3) Illinois-American
has adjusted the base year codts to the leve for the rate case test year usng known changesin
cost levels for historical periods and forecasted cost data developed for the projected test year
rate filing (where assumptions are used to determine savings for a particular savings category,
such assumptions have been identified and explained); and (4) fifty percent of the savings o
demongtrated has been dlocated to Illinois-American’s shareholders and fifty percent has been
alocated to ratepayers, in accordance with the Commission's Order in Docket No. 00-0476.
The shareholders portion of savings for the test year has been added to the revenue
requirement in this rate proceeding. For al savings categories, cost increases have been netted
againsgt cost decreases.

For the base year costs, CUCI data has been utilized. Illinois-American is making
available to Staff and any Intervenors dl CUCI data available to 11linois- American including, but
not limited to, CUCI generd ledgers and/or other documentation and records that are
reasonably required to document the base year codts.

To adjust the base year codts to the leve for the test year in arate proceeding, Illinois-
American has utilized actua CUCI data for years dready concluded, or, if CUCI data is
unavailable or digorted, normaized Illinois- American data for a comparable cost category/item.
If no comparable Illinois-American cost category/item exigts for a given year, a 2.5% cost
change has been gpplied to update the savings amount for that year. As with the quantification
of base year costs, dl avalable CUCI or Illinois-American data reasonably needed to
document the updated savings caculation will be provided. To update the savings cdculaion

for years not yet complete, Illinois-American has utilized projected Illinois-American data for a
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comparable savings category/item that is developed as a part of the forecast submitted in this
proceeding.

As indicated above, Illinois-American has not utilized distorted CUCI or Illinois-
American data for years which lave aready occurred, during the adjustment process. In
determining whether data is digtorted, Illinois-American has consdered operating information
relaing to the expense and compared the expense levels for the year to prior year(s). Any
unusud trends or unusud operating conditions have been analyzed and documented for review.

For each savings category, lllinois-American has explained the causa connection

between the acquigtion and the resulting savings.

Please discuss the second part of the methodology, related to cost-of-capital savings.
The cost of capital methodology itsaf has two approaches. one for the area presently served by
CUCI, and the other for lllinois-American’s other service areas.  Each approach will be

discussed below.

CUCI ServiceTerritory:

In connection with the acquistion, Illinois-American assumed approximately $23,325,000 of
debt currently on the books of CUCI’s parent, Citizens Communications Company (“assumed
debt”). Illinois- American expects that the acquigtion will result in certain cost of capita-related
savings equa to the difference between the assumed debt interest rate when Citizens
Communications Company (“CCC”) was responsible for the assumed debt and the assumed
debt interest rate when lllinois-American or its affiliates became responsible for the assumed

debt (“cost of debt savings’). The assumed debt interest rate is linked to the Bond Market
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Association Municipad Swap Index (“Benchmark”™) so that the Commisson can estimate what

the assumed debt interest rate would have been absent the acquisition.  The procedure for

cdculating the savings on the assumed debit is as follows:

ADS; = Spread + Bench - ADljawc;

Spread = ADlCCC,O - BenCI'b

Where | ADS Savings on the assumed debt at timet;

Spread Difference between interest rate on Benchmark and
assumed debit for the twelve monthsimmediately preceding
the acquigtion;

Bench Interest rate on the benchmark at timet;

Benchy Average interest rate on the benchmark for the twelve
months immediately preceding the acquistion;

ADIljawcit Interest rate on assumed debt to Illinois-American a timet;
and

ADlcccpo Average interest rate on to CCC for the twelve months

immediady preceding the acquisition.

Under the approved methodology, to calcuate the total cost of debt savingsin dollars,

cost of debt savings will be applied to the portion of assumed debt reflected in the capitd

gructure dlowed for each Illinois-American rate case through May, 2004. Fifty percent (50%)

of the total cost of debt savings in dollars will be included in the revenue requirement for only the

service territory acquired in Docket No. 00-0476 (“CUCI serviceterritory”). However, if the

assumed debt interest rate increases following the acquisition, vis-avis the assumed debt

interest rate absent the acquisition (as estimated by the sum of the benchmark and spread), then

the increase in the assumed debt interest rate will be absorbed by Illinois- American.
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Non-CUCI Service Territory:

Under the approved methodology, the assumed debt will be included in the Illinois-
American capital structure alowed for each rate case through maturity.  Thus, the same capitd

structure will be used for both CUCI and Non-CUCI sarvice territories.

To measure acquistionrelated cost of capitd savings for non- CUCI service territories,
the embedded cost of debt excluding the assumed debt (“cost of debt excluding assumed debt”)
will be compared with the embedded cost of debt including the assumed debt (“cost of debt
including assumed debt”). The additional debt issued as part of the acquisition financing will be

included in both embedded cost of debt cdculations.

To cdculate the non-CUCI service territory acquisition-related cost of capitd savingsin
dollars, the savings resulting from the difference between the cost of debt including assumed
debt and the cost of debt excluding assumed debt will be applied to the long-term debt ratio in
eech lllinois-American rate case through May, 2004. Fifty percent (50%) of the non-CUCI
sarvice territory acquisitionrelated cost of capitd savings in dollars will be included in the
revenue requirement for the non-CUCI service territory. However, if the cost of debt including
assumed debt exceeds the cost of debt excluding assumed debt, then the increase in the

embedded cost of debt will be absorbed by Illinois-American.

Does this conclude your testimony?

Yes, it does.
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PRICEWATERHOUSE( COPERS

PricewaterhouseCoopers LLP
Bank of America

800 Market St.

St Louis MO 63101-2695
Telephone (314) 206 8500

Report of Independent Accountants Facsimile (314) 206 8514

To the Board of Directors of
[llinois - American Water Company

We have examined the accompanying projected statement of utility operating income for the year
ending December 31, 2003 and the projected statements of rate base and capital structure at

December 31, 2003 and 2002 (projected financial information) of Illinois - American Water Company
(the Company), a wholly-owned subsidiary of American Water Works Company, Inc. Our
examination was made in accordance with standards established by the American Institute of Certified
Public Accountants and, accordingly, included such procedures as we considered necessary to evaluate
both the assumptions used by management and the preparation and presentation of the projected
financial information.

The accompanying projected financial information has been prepared by management based on its
operating projections for the years ending December 31, 2003 and 2002. The projected financial
information and this report were prepared in connection with an application to the Illinois Commerce
Commission by the Company for an increase in water rates and should not be used for any other

purpose.

In our opinion, the projected financial information referred to in the first paragraph is presented in
conformity with the guidelines for presentation of projected information established by the American
Institute of Certified Public Accountants, as set forth in its Guide for Prospective Financial
Information, and the underlying assumptions provide a reasonable basis for management's projections,
given the hypothetical assumptions that water rates in effect during 2001 will not change prior to
December 31, 2003 and that the costs of the Company’s proposed steel structure maintenance program
and the amortization of the deferred security costs will be recoverable in future rates. However, even if
water rates in effect during 2001 do not change prior to December 31, 2003 and the costs for steel
structure maintenance and amortization of deferred security costs are not allowed to be recovered in
rates, there will usually be differences between projected and actual results because events and
circumstances frequently do not occur as expected, and those differences may be material. We have no
responsibility to update this report for events and circumstances occurring after the date of this report.

/4 el mmafm LLp

September 13, 2002
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lllinois-American Water Company Exhibit No. 4.1

(a wholly-owned subsidiary of American Water Works Company, Inc.)

Projected Statement of Utility Operating Income
For the Year Ending December 31, 2003
(Dollars in thousands)

Operating revenues $ 145,282
Operating expenses:
Operation and maintenance 94,249
Depreciation and amortization 28,776

Taxes on operating income:

General 9,254

Income tax benefit (423)
131,856

Utility operating income $ 13,426

The accompanying Summary of Significant Projection Assumptions and Accounting Policies
are an integral part of this Projected Financial Information
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lllinois-American Water Company Exhibit No. 4.1

(a wholly-owned subsidiary of American Water Works Company, Inc.)

Projected Statement of Rate Base
December 31, 2003 and 2002
(Dollars in thousands)

December 31,

2003 2002
Gross utility plant in service at original cost $ 805,652  $ 773,149
FAS 109 regulatory asset, net of related liability 1,545 1,644
Utility plant acquisition adjustment - Dupage 242 256
Less: Reserve for accumulated depreciation
and amortization 229,037 204,529
Net utility plant in service 578,402 570,520
Plus: Cash working capital 12,393 10,149
Materials and supplies 2,243 2,189
Deferred charges 14,584 11,668
Acquisition savings sharing 281 270
Accumulated depreciation contributed property 32,809 29,361
Less: Customer advances for construction 32,399 29,369
Contributions in aid of construction 122,934 120,390
Bolingbrook rate base adjustment 5,084 6,327
Deferred federal income tax 22,411 20,770
Deferred state income tax 5,393 5,034
Investment tax credit - pre 1971 67 87
Jurisdictional rate base at original cost $ 452,424 $ 442,180

The accompanying Summary of Significant Projection Assumptions and Accounting Policies
are an integral part of this Projected Financial Information
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lllinois-American Water Company Exhibit No. 4.1

(a wholly-owned subsidiary of American Water Works Company, Inc.)

Projected Statement of Capital Structure
December 31, 2003 and 2002
(Dollars in thousands)

December 31,
2003 2002
Long-term debt $ 296,040 $ 277,986
Common Equity 241,738 243,755
Total $ 537,778  § 521,741

The accompanying Summary of Significant Projection Assumptions and Accounting Policies
are an integral part of this Projected Financial Information
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lllinois-American Water Company Exhibit No. 4.1

(a wholly-owned subsidiary of American Water Works Company, Inc.)

Summary of Significant Projection Assumptions
and Accounting Policies

1. Introduction

The projected statement of utility operating income for the year ending December 31, 2003 and
the projected statements of rate base and capital structure at December 31, 2003 and 2002
(Projected Financial Information), except as discussed below, to the best of management's
knowledge and belief, reflect the projected rate base and projected capital structure at

December 31, 2003 and 2002 and the projected utility operating income of Illinois-American
Water Company (the Company), a wholly-owned subsidiary of American Water Works
Company, Inc. (American), assuming no change prior to December 31, 2003 in water rates from
those rates in effect at December 31, 2001. The Projected Financial Information reflects
management's judgment as of September 13, 2002, the date of the Projected Financial
Information. The Projected Financial Information reflects the Company’s acquisition of Citizens
Communications Company (Citizens) water and wastewater assets, which was completed on
January 15, 2002 and approved by the Illinois Commerce Commission (the commission) on
May 15, 2001 (see Note 2). The Projected Financial Information reflects management’s belief of
the expected conditions and the Company’s expected course of action assuming no change in
water rates prior to December 31, 2003.

The Projected Financial Information was prepared in connection with an application to the
Commission by the Company for an increase in water rates and should not be used for any other
purpose. The assumptions disclosed herein are those that management believes are significant to
the Projected Financial Information. However, even if water rates in effect during 2001 do not
change prior to December 31, 2003 and the costs for steel structure maintenance and amortization
of deferred security costs are not allowed to the recovered in rates, there will usually be
differences between projected and actual results because events and circumstances frequently do
not occur as expected, and those differences may be material.

2. Acquisition

On January 15, 2002 the Company completed its purchase of the water and wastewater assets of
Citizens in Illinois for approximately $231 million in cash, debt and common stock in a
transaction accounted for under the purchase method of accounting in accordance with Statement
of Financial Accounting Standards No, 141, “Business Combinations.” The operations that were
acquired provide service to approximately 48,000 water customers and 36,000 wastewater
customers in portions of 32 communities located in 7 counties near Chicago. For the purpose of
the Projected Financial Information, the Company assumes a cost savings adjustment of 50%
calculated in accordance with the Commission’s order dated May 15, 2001.

3. Significant Accounting Policies

The Company's accounting policies used in the preparation of this Projected Financial
Information are in conformity with accounting principles generally accepted in the United States
of America for regulated public utilities and accounting procedures prescribed by the
Commission for ratemaking purposes. The Company follows the provisions of Statement of
Financial Accounting Standards No. 71, “Accounting for the Effects of Certain Types of
Regulation” (SFAS No. 71), which provides guidance for the preparation of financial statements
of companies in regulated industries.
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lllinois-American Water Company Exhibit No. 4.1

(a wholly-owned subsidiary of American Water Works Company, Inc.)

Summary of Significant Projection Assumptions
and Accounting Policies

Utility Plant and Equipment

Additions to utility plant and replacements of retired units of property are capitalized. Costs
include material, direct labor, and such indirect items as engineering and supervision, payroll
taxes and benefits, transportation, and an allowance for funds used during construction (AFUDC).
Repairs, maintenance and minor replacements of property are charged to current operations. The
costs incurred to acquire and internally develop computer software for internal use are capitalized
as a unit of property. The cost of property units retired in the ordinary course of business plus
removal cost (net of salvage) is charged to accumulated depreciation.

Utility plant acquisition adjustments include the difference between the purchase price of utility
plant and its original cost (less accumulated amortization) when first devoted to public service
and are being amortized to income over periods ranging from five to forty-years.

Depreciation is computed on the straight-line method over the estimated service lives of assets as
approved by the Commission.

In accordance with the Commission’s regulations, depreciation on contributed facilities is
charged to contributions in aid of construction.

Regulatory and Long-Term Assets

The Company has recorded a regulatory asset for the additional revenues expected to be realized
as the tax effects of temporary differences previously flowed through to customers reverse.
These temporary differences are primarily related to the difference between book and tax
depreciation on property placed in service before the adoption by the Commission of full
normalization for rate making purposes.

The regulatory asset for income taxes recoverable through rates is net of the reduction expected in
future revenues as deferred taxes previously provided, attributable to the difference between the
state and federal income tax rates under prior law and the current statutory rates, reverse over the
average remaining service lives of the related assets.

Debt expense is amortized over the lives of respective issues. Call premiums on the redemption
of long-term debt, as well as associated unamortized debt expense, are deferred and amortized to
the extent they will be recovered through future service rates. Expenses of preferred stock issues
without sinking fund provisions are amortized to current operations over thirty years from date of
issue; expenses of issues with sinking fund provisions are charged to operations as shares are
retired.

Deferred business services project expenses consist of reengineering and start-up activities for
consolidated customer and shared administrative service centers that have been established by
American. These costs will be amortized over a 20-year period beginning in fiscal 2002.

Programmed maintenance costs are deferred and amortized to current operations on a straight-line
basis over periods ranging from five to ten years, as authorized by the Commission in their
determination of rates charged for service.
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lllinois-American Water Company Exhibit No. 4.1

(a wholly-owned subsidiary of American Water Works Company, Inc.)

Summary of Significant Projection Assumptions
and Accounting Policies

Customer Advances and Contributions in Aid of Construction

The Company may receive advances and contributions to fund construction necessary to extend
service to new areas. As determined by the Commission, advances for construction are
refundable for limited periods of time as new customers begin to receive service. Amounts which
are no longer refundable are reclassified to contributions in aid of construction.

Recognition of Revenues

Water service and wastewater revenues include amounts billed to customers on a cycle basis and
unbilled amounts determined using estimated usage from the date of the latest meter reading to
the end of the accounting period.

Employees' Stock Ownership Plan

The Company participates in an Employees’ Stock Ownership Plan (ESOP) sponsored by
American which provides for beneficial ownership of American common stock by all associates
who are not included in a bargaining unit. Each participating associate can elect to contribute an
amount that does not exceed 2% of their wages. In addition to the associate’s participation, the
Company makes a contribution equivalent to 2% of each participant’s qualified compensation,
and matches 100% of the contribution by each participant. The Company expenses its matching
contributions to the ESOP.

Savings Plan for Employees

The Company participates in a 401(k) Savings Plan for Employees sponsored by American. All
associates can make contributions that are invested at their direction in one or more funds
including a fund consisting entirely of American common stock. The Company currently
matches 50% of the first 5% of each employee’s wages contributed to the plan. All of the
Company’s matching contributions are invested in the fund of American common stock. The
trustee of the plan may purchase shares of American common stock at the prevailing market price
in the open market or private transactions. The Company expenses its contributions to the plan.

Pension Benefits

The Company participates in a noncontributory defined benefit pension plan sponsored by
American covering substantially all associates. Benefits under the plan are based on the
associate’s years of service and average annual compensation for those 60 consecutive months of
employment which yield the highest average. Pension cost of the Company is based on an
allocation from American of the total cost related to the plan.

The Company also sponsors a noncontributory defined benefit pension plan covering
substantially all former Northern Illinois Water Corporation (Northern) associates. Benefits
under this plan are based on the associate’s years of service and average annual compensation for
those 60 consecutive months of employment, which yield the highest average. During 2001, all
non-union employees were consolidated into the American noncontributory defined benefit
pension plan described above. The assets of the plan for former Northern non-union employees
have not yet been consolidated into the American plan.

The Company’s funding policy for both plans is to contribute at least the minimum amount
required under the Employee Retirement Income Security Act of 1974.
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lllinois-American Water Company Exhibit No. 4.1

(a wholly-owned subsidiary of American Water Works Company, Inc.)

Summary of Significant Projection Assumptions
and Accounting Policies

Postretirement Benefits Other Than Pensions

The Company participates in an American plan that provides certain life insurance benefits for
retired associates and certain health care benefits for retired associates and their dependents.
Substantially all associates may become eligible for these benefits if they reach retirement age
while still working for the Company. Retirees and their dependents under age 65 can elect either
a point-of-service managed care plan or a health maintenance organization (HMO). Associates
who elect to retire prior to attaining age 65 are generally required to make contributions towards
their medical coverage until attaining age 65. Retirees and their dependents age 65 and over are
covered by a Medicare supplement plan. Costs of the Company are based on an allocation from
American of the total cost related to the plan.

The Company sponsors a plan that provides certain life insurance benefits and certain health care
benefits for associates and their dependents that have retired from Northern. Substantially all
former Northern associates may become eligible for these benefits if they reach retirement age
while still working for the Company.

The Company’s policy is to fund postretirement costs as benefits are paid.
4. Hypothetical Assumptions

The purpose of the Projected Financial Information is to reflect water rates in effect pursuant to
the Company's and Citizens’ most recent rate orders and the Company's projected cost of service
for the year ending December 31, 2003 including costs associated with Citizens’ operations.
Such information will then be included in the Company's application for an increase in water
rates.

Water Rates
The preparation of the Projected Financial Information is based on the assumption that the water
rates in effect at December 31, 2001 will not change prior to December 31, 2003.

Steel Structure Maintenance

The preparation of the Projected Financial Information is based on the assumption that the
Company will be allowed to recover in rates a proposed amount of $2.1 million per year for its
steel structure maintenance program.

Deferred Security Costs

The Projected Financial Information is based on the assumption that the Company will be able to
recover in rates the amortization of the deferred costs associated with the Company’s increased
security measures, as well as the on-going costs of those security measures. The Company has
deferred costs related to increased security measures that were implemented to secure facilities
after the terrorist attacks on September 11, 2001. The deferral of these costs has been continued
through August 31, 2003 for purposes of the Projected Financial Information. The total projected
deferred security costs of $12.5 million are to be amortized over a 5-year period beginning in
September 2003. Additionally, the Company has projected on-going security costs to be
approximately $6.7 million annually. In accordance with regulatory filing guidelines to ensure
proper consideration of these costs, the Company has included both the projected annual
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lllinois-American Water Company Exhibit No. 4.1

(a wholly-owned subsidiary of American Water Works Company, Inc.)

Summary of Significant Projection Assumptions
and Accounting Policies

amortization expense of $2.5 million and the projected on-going annual security cost expense of
$6.7 million in the Projected Financial Information for the year ended December 31, 2003.

5. Operating Revenues

Projected operating revenues were derived by applying the water rates and tariffs in effect at
December 31, 2001 to current and historical water consumption trends adjusted for expected
changes in the number and mix of customers during 2003. For residential water customers, usage
was averaged for the latest five years, and a reduction factor based on 2001 base usage and the
11-year average of weather-related usage was applied to all but two districts to recognize the
downward trend in residential water usage. For all other classifications, data for the most recent
12- to 24-month period was used. Projected rates and water consumption for major customers
was specifically analyzed.

6. Operating and Maintenance Expenses

As discussed in the following assumptions, operating and maintenance expense items have been
projected based on a number of factors. For those areas where firm bids have not been received
or other pertinent information is not available, management expects the cost escalator rate to be
2.5% which is equivalent to, the Company’s projection of the Water and Sewerage Maintenance
Index, a component of the Consumer Price Index, for the years ending December 31, 2003 and
2002. Where appropriate, this cost escalator rate was used in the development of operating and
maintenance expense amounts.

Operating and maintenance expenses include the following:

Operating Labor and Salaries

Operating labor and salaries expense assumes wage increases for 2003 and 2002 based on union
contracts currently in effect, for contracts expiring prior to December 31, 2003, and expected
annualized wage increases of 3% for each year were projected from the expiration date of the
contract through 2003. Wage levels for non-union associates were projected to increase annually
by 4.5% for 2002 and 4% for 2003. Operating labor and salaries expense also assumes that the
Company will be responsible for approximately 74% of the costs of American associates who
perform regional functions in the Company’s Corporate office. These costs were projected in
total in the same manner as previously described. Expense for the 2003 Annual Incentive Plan is
based on a range of 5.0% to 22.5% of each associate’s annual salary midpoint, based on their
salary band, for 2002 (increased by the 2.5% inflationary factor for 2003), and applied at a target
rate of 85%.
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lllinois-American Water Company Exhibit No. 4.1

(a wholly-owned subsidiary of American Water Works Company, Inc.)

Summary of Significant Projection Assumptions
and Accounting Policies

Purchased Water

The Company purchases water for its Chicago Metro Division from fourteen suppliers, who in
turn purchase water from the City of Chicago. Projected purchased water expense is based on
recent historical results, adjusted to reflect a 4% annual increase through 2003 due to a published
planned rate increase from the City of Chicago.

Maintenance

The 2003 projected maintenance expense reflects management's estimate of programmed
maintenance activities based on needed maintenance projects and an amount projected for
nonprogrammed maintenance activities based upon historical activity levels. A projected annual
increase factor of 2.5% for 2003 and 2002 was applied where appropriate.

Fuel and Power

Projected fuel and power usage is based on projected system delivery for the year ending
December 31, 2003. Projected fuel and power rates are based on estimates provided by the
Company's fuel and power suppliers. None of the five suppliers who serve the Company's
various service areas expect annual increases in fuel and power rates for 2002. For 2003, a
projected annual increase factor of 2.5% was applied to projected fuel and power rates.

Chemical Expense

Projected chemical expense is based on individual chemical costs established through competitive
bidding on a two-year basis (2001 and 2002) for most chemicals. Projected chemical expense for
2003, with the exception of dechlorination and carbon lease costs discussed below, were adjusted
to reflect a 2.7% anticipated reduction in system demand, and then a 2.5% increase in chemical
costs. Dechlorination costs were projected based on an annual increase factor of 2.5%. All
monthly leased granular activated carbon (GAC) costs were then added to the projected
individual monthly chemical costs. Leased GAC costs were projected at contract prices
established or projected based on data obtained from manufacturers/suppliers. Expected chemical
usage for the year ending December 31, 2003 assumes a normal weather pattern, normal source
water quality, current Safe Drinking Water Act requirements and a reduction in the level of
unaccounted for water loss.

Management Fees

Budgets for the national Customer Call Center (customer service), the national Shared Services
Center (financial services), regional data processing centers and corporate offices of American
Water Works Service Company, Inc. (Service Company) are prepared annually in accordance
with budget procedures established by American. From these budgets and actuarial estimates of
related pension costs, projections were made of expenses to be charged as management fees
during 2003.

Customer Accounting

Customer accounting expense includes the cost for personnel to prepare and mail bills, process
accounts receivable transactions, read customers' meters and collect payments on bills. This
expense also includes the provision for losses on uncollectible accounts receivable which was
projected based on historical charge-off experience applied to projected revenues. Other
customer accounting expenses are based on recent historical data adjusted by a projected 2.5%
annual increase factor where appropriate.
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lllinois-American Water Company Exhibit No. 4.1

(a wholly-owned subsidiary of American Water Works Company, Inc.)

Summary of Significant Projection Assumptions
and Accounting Policies

Waste Disposal

Utilizing information based on historical data, a schedule was established for planned cleaning of
lagoons. Cost information regarding the cleaning and disposal projects was obtained from the
last successful contractor, and that cost, adjusted for an annual inflationary increase of 2.5% for
2003, was used. Contract waste disposal expense for wastewater was based on recent historical
data.

Insurance Expense

The Company provides group life and medical insurance for its employees. Utilizing the
projected employee workforce level for active associates, each associate was analyzed for
projected wage levels, life insurance, optional life insurance, personal dependent coverage and
medical plan. Other postretirement benefits, costs incurred related to Statement of Financial
Accounting Standards No. 106, “Employers’ Accounting for Postretirement Benefits Other than
Pensions” (SFAS 106), were projected based on actuarial evaluations. Projected group insurance
expense was analyzed to determine reductions in operating costs resulting from calculating
capital labor credits. Current and retired associates, along with dependents of deceased
employees, were individually analyzed to determine the expenses to be reimbursed to the
Company for said coverage. Individual premium rates were analyzed, and the cost of each
individual type of insurance coverage was projected on the basis of an analysis of existing
insurance contracts and anticipated changes. The Company expects individual premium rates to
increase approximately 13.5% in 2003 and 10% in 2002.

Individual insurance premium and SFAS 106 costs for American associates, who perform
regional functions in the Corporate Office, were projected in the same manner as described
above, with approximately 74% allocated to the Company.

Projections were made of premium costs for the various insurance policies protecting the
Company and its assets. These projections were based on information provided by the Service
Company Director of Risk Management who is responsible for working with insurance brokers in
obtaining competitive bids for the Company’s insurance needs. 2003 premium costs for general
liability, excess liability, workmen’s compensation and property insurance were based on
information provided by the Service Company Director of Risk Management starting with current
expense, including Chicago, for the policy period beginning October 2001, a projected 9.7%
increase in 2002 and a 4.5% increase in 2003 on October anniversary dates. Other premium costs
were based on the current expense as of July 2002, and a 9% increase on the premium
anniversary dates for each type of coverage in 2003. Projected insurance other than group
expense was analyzed to determine reductions in operating costs resulting from calculating
capital labor credits.

Workmen’s compensation premium expense for American associates, who perform regional

functions in the corporate office, were projected in the same manner as described above, with
approximately 74% allocated to the Company.
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lllinois-American Water Company Exhibit No. 4.1

(a wholly-owned subsidiary of American Water Works Company, Inc.)

Summary of Significant Projection Assumptions
and Accounting Policies

In addition to annual premium expense, high losses since 1996 throughout the American System
have resulted in increased expense beginning in 2002 for retrospective adjustments to cover
prepaid insurance premium deficits. Personnel in the Service Company also provided the
additional retrospective premium expense information.

Pension Expense

Pension benefit expenses were projected based on actuarial evaluations calculated in accordance
with the requirements contained in Statement of Financial Accounting Standards No. 87
"Employers' Accounting for Pensions" (SFAS 87). Projected SFAS 87 expense includes a 9.55%
increase over the most recent 2002 estimate. Similarly, the Company is funding its current
annual level of pension costs based on actuarial evaluations. Projected pension expense was
further analyzed to determine reductions in operating costs resulting from calculating capital
labor costs.

General Office Expense

A review was made of recent historical costs associated with operating the general office of the
Company. Based on that review, an itemized projection by month was made for such
expenditures as stationery, office cleaning services, bank service charges, other utility bills and
employee-related expenses for 2002. A projected annual increase factor of 2.5% for 2003 was
applied where appropriate.

Rent Expense

Rent expense represents the costs related to rental and lease agreements, which were reviewed to
ascertain monthly and yearly costs. All agreements for equipment and property subject to
increase were reviewed with the property owners to determine possible increases. An annual
increase of 2.5% for 2003 was projected for those items for which projected costs could not be
determined on the basis of such reviews.

Regulatory Expense

Projected regulatory expense includes amortized regulatory expense for the three-year period
March 2001 through March 2004 and amortized depreciation study expense for the five-year
period March 2001 through March 2006.

Miscellaneous Expense

A review was made of recent historical costs associated with materials used and expenses
incurred in the operation of source of supply plant, pumping plant, production plant, water
treatment plant, distribution system plant and customer service. This review was exclusive of
related labor expenses. A review was made of other historical expenses associated with outside
services utilized, injury and damages expenses, employee educational expenses, legal expenses,
transportation expenses and other general expenses. The Company's overall goals and programs
that might affect these items were also reviewed. Projected transportation, ESOP and savings
plan expenses were analyzed to determine reductions in operating costs resulting from calculating
capital labor credits. Based on these reviews, an itemized projection was made for expenses to be
incurred in 2003 and 2002. A budget for the Belleville Laboratory, which performs testing and
analysis for the American Water System, is prepared annually in accordance with established
water quality procedures. Annual projected expenses were then developed and provided by
American for each utility subsidiary.
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lllinois-American Water Company Exhibit No. 4.1

(a wholly-owned subsidiary of American Water Works Company, Inc.)

Summary of Significant Projection Assumptions
and Accounting Policies

Savings Plan and ESOP expenses for Service Company associates who perform regional
functions in the corporate office are projected, with approximately 74% allocated to the
Company. A projected annual increase factor of 2.5% for 2003 was applied for other costs where
appropriate.

Depreciation Expense

Projected depreciation expense was calculated using depreciation rates previously established for
each account. Additions and retirements for utility plant accounts and contributions in aid of
construction included for purposes of calculating the projected depreciation expense for 2003 are
based on the Company’s capital investment projections.

Amortization Expense

The Company performed a review of all projected construction improvements to determine if any
work was to be performed on leased property or if any utility plant acquisition adjustments were
projected. A review was then made of all current amortized costs, which included regulatory
asset AFUDC and utility plant acquisitions. Based on this review, no significant cost increases
for individual items were projected, except for the amortization of deferred security costs incurred
during 2001 and projected through 2003. No new capital leases were projected for 2003.

7. Taxes on Operating Income

General Taxes
General taxes consist of the following:

Property

Payroll

Invested capital tax
Other general

The projected general taxes expense includes the additional property tax base resulting from
projected utility plant additions, increases in invested capital and projected increased labor costs.
Real estate property tax projections are based on reassessments and changes in property tax rates.
All other projected tax rates are assumed to remain the same as the rates in effect during the year
ended December 31, 2001.

Federal and State Income Taxes
Projected federal and state income tax expense is based on the application of existing federal and
state income tax laws and regulations.

Income Taxes

The Company, its parent and affiliates participate in a consolidated federal income tax return.
Federal income tax expense for financial reporting purposes is provided on a separate return
basis, except that the federal income tax rate applicable to the consolidated group is applied to
separate company taxable income and the benefit of net operating losses, if any, is recognized
currently.
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lllinois-American Water Company Exhibit No. 4.1

(a wholly-owned subsidiary of American Water Works Company, Inc.)

Summary of Significant Projection Assumptions
and Accounting Policies

Certain income and expense items are accounted for in different time periods for financial
reporting than for income tax reporting purposes. Deferred income taxes have been provided on
the difference between the tax bases of assets and liabilities and the amounts at which they are
carried in the financial statements. These deferred income taxes are based on the enacted tax
rates anticipated to be in effect when such temporary differences are expected to reverse.
Regulatory assets and liabilities are recognized for the effect on revenues expected to be realized
as the tax effects of temporary differences previously flowed through to customers reverse.

Investment tax credits have been deferred and are being amortized to income over the average
estimated service lives of the related assets.

Effective December 1, 1990, the Company was directed to prospectively defer state investment
tax credits and amortize the tax credit over the average life of the related property. State
investment tax credits generated prior to that date were recorded as a reduction to the state tax
liability on a flow-through basis.

The difference between the expected federal income tax expense at the statutory rate of 35% and
the projected federal income tax expense included in the projected statement of utility operating
income results principally from the scheduled amortization of deferred investment tax credits for
2003.

For the purposes of determining taxable operating income, the Company is allowed to deduct
interest expense, which is not included in the Projected Statement of Utility Operating Income.
Projected interest expense for fiscal 2003 is approximately $16.2 million.

The state income tax provision is determined by use of the unitary tax method as required by the
State of Illinois. This method determines the percentage of U.S. taxable income for American
and all of its subsidiaries that are applicable to the Company by calculating a percentage
determined by taking the relative proportion of the Company revenues, payroll and assets and
dividing it by the consolidated American revenue, payroll and assets. The state income tax rate is
expected to approximate 4%.

8. Customer Advances for Construction and Contributions in Aid of Construction

Projected contributions in aid of construction assumes projects financed by customer advances
and contributions are completed in the year the funds are received and that advances and
contributions will approximate the projected construction costs required to complete the project.
For 2003 and 2002, the Company has projected that substantially all funds received will be
subject to refund; therefore, all such funds have been reflected as customer advances. Projected
customer advances are partially or wholly refunded to the customers over a 10 year period. Any
advance amounts remaining are credited to contributions in aid of construction and the related
depreciation on the contributed property is charged to contributions in aid of construction.
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lllinois-American Water Company Exhibit No. 4.1

(a wholly-owned subsidiary of American Water Works Company, Inc.)

Summary of Significant Projection Assumptions
and Accounting Policies

9. Rate Base

Capital Investment Projections
Projected additions to utility plant (net of retirements) are $32.5 million and $52.2 million for
2003 and 2002, respectively.

Working Capital Allowance

The working capital allowance consists primarily of cash working capital. To calculate the cash
working capital, the Company used a formula approach whereby 45 days (i.e., one-eighth of a
year) of operating expenses before taxes less rate case expense amortization, depreciation and
amortization, uncollectible expense and real estate taxes was considered an estimate of cash
working capital requirements.

10. Capital Structure Assumptions

Major capital structure change assumptions, excluding retained earnings and dividends, are as

follows:
(Dollars in thousands)
December 31, December 31,
2003 2002
6.0% Series, General Mortgage Bonds $ 20,000 $ -
5.65% Series, General Mortgage Bonds 30,000
4.92% Series, General Mortgage Bonds - 103,758
Variable Rate, Tax Exempt Bonds - 23,325
7.19% Series, General Mortgage Bonds - (21,000)
9.87 Fixed and variable payment debt (1,457) 6,828
9.22% Series, General Mortgage Bonds (600) (600)
6.50% Shiloh note (135) (126)
Unamortized debt issuance costs 246 (790)
Preferred Stock Redemptions and
Sinding Fund Deposits - (610)
$ 18,054 § 140,785
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.. . Exhibit No. 4.1
lllinois-American Water Company
(a wholly-owned subsidiary of American Water Works Company, Inc.)

Summary of Significant Projection Assumptions
and Accounting Policies

11. Dividends
The Company has projected dividend payments of $9,860,531 and $1,747,136 to its common

stockholders and $33,958 and $-0- to its preferred stockholders in 2002 and 2003, respectively.
Projected common stock dividends are based on 75% of projected net income.
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ILLINOIS-AMERICAN WATER COMPANY

SUMMARY OF OPERATING REVENUE PROJECTION
2003 OPERATING PROJECTION

Procedure and Assumptions

Utilizing current and historical information, monthly analyses of customer growth and loss trends
were projected for each customer classification. The schedule reflected the Company's projections
of customer gains and losses.

Where available, ten years or more of bill analyses and historical sales information by month were
compiled to reflect per day volumetric usage for all classifications. Within classifications, a further
review by type of billing was performed to assure that distortions were not reflected. For residential
customers, the most recent 12-to 60-month period was averaged, thus establishing a monthly
historical gallons per day factor. For all except two districts, this average historical gallons per day
factor was adjusted to reflect a continuing decline in indoor usage per customer. For all other
classifications, data for the most recent 12- to 24-month period was reviewed to calculate a per day
volumetric usage. A further review was performed and any account determined to be significant
enough to affect an average was individually projected. For these accounts, individual water sales
were reflected. Further reviews of the larger customers were accomplished by direct contact. Where
appropriate, adjustments were made on the basis of the further reviews. Any significant deviations
from the average calculation were footnoted on the individual water sales backup.

Based upon an analysis by management, private fire service customers were projected on the basis
of current trends. The projection of hydrant installations was based on discussions with municipal
customers. Utilizing the monthly bill analysis as a basis, the number of meters, by size and by
classification, were projected from the forecasted billing schedule to calculate the public fire
protection charge billed to each customer. After establishing the projected volumetric sales by
classification, the number of private fire services by size and the proposed number of hydrant
installations, the current tariffs were applied to develop revenues.

Based upon historical bulk sales and the review of possible future sales, a determination was made
as to the volumetric total. Since these sales are made through a water dispensing machine or fire
hydrant, an average cost per thousand gallons was developed from the most recent historical 12-
month period and applied to the projected sales.
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Summary of Operating Revenue Projection
2003 Operating Projection

Unbilled revenues were projected based upon historical average reading or billing schedules.

To project Other Operating Revenues, a review was made of historical collections within that
category of revenues, including non-payment reconnection fees, after hours reconnection fees,
insufficient check fees, home inspection fees, sewer billing revenue (consistent with the
methodology approved in Docket No. 95-0076), late payment fees, rents from water property,
laboratory services and municipal tax revenues. A review was also made to determine whether
future plans would significantly affect these items. Except where annual rents from water property
remain unchanged, 2003 projections reflect an increase of 2.5% over 2002 plan costs.

Summary of Projections

Based upon the analysis described above, Residential Water Revenues are projected to be
$83,511,598; Commercial Water Revenues are projected to be $20,453,475; Industrial Water
Revenues are projected to be $8,489,683; Fire Service Water Revenues are projected to be
$8,523,150; Public Authority Water Revenues are projected to be $5,645,706; Resale Water
Revenues are projected to be $8,027,492; Other Water Revenues for bulk sales are projected to be
$70,702; Net Unbilled Water Revenues are projected to be ($51,397). Residential Wastewater
Revenues are projected to be $8,252,280. Commercial Wastewater Revenues are projected to be
$1,187,220. Total Water Revenues are projected to be $134,670,409, and total Sewer Revenues are
projected to be $9,439,500. Other Operating Revenues are projected to be $1,172,588.

Description of Workpapers

Form 168A - Line Number 2 reflects projections of Water Revenues by months. Line Number 3
reflects projections of Sewer Revenues by months. Line Number 4 reflects projections of Other
Operating Revenues by months. Line Number 6 reflects projections of total operating revenues for
each month.
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ILLINOIS-AMERICAN WATER COMPANY

SUMMARY OF LABOR EXPENSE PROJECTION
2003 OPERATING PROJECTION

Procedure and Assumptions

Utilizing the authorized associate count form, a detailed analysis was completed that established the
necessary associate levels required to safely operate, provide necessary services and complete
planned programs for the Company throughout the year. Historical data adjusted for
implementation of cost containment programs and other efficiencies were utilized to calculate the
number of regular and overtime hours required to perform the various necessary programs and
associate functions. The number of hours was projected by function, which were then distributed to
the operations/maintenance and capital lines. Individual projected hourly rates, by month for 2003,
were applied to the projected hours to calculate the total monthly operations/maintenance and capital
labor expense. Based on the 15 union contracts in effect, known wage rates for 2003 were used. If
the actual rates were not established, 3.0% annual increases were projected from the expiration date
of the contract through 2003. Wage levels for non-union associates were projected to increase 4%
annually over actual 2002 levels.

Expenses for American Water Works Service Company, Inc. associates, who perform regional
functions in the Corporate Office, were projected in the same manner as described above. Labor
allocations include 15.80% to lowa-American Water Company, 10.45% to American Lake Water
Company, and the remaining 73.75% to Illinois-American Water Company.

Expense for the 2003 Annual Incentive Plan was included in Operations/Maintenance Labor for all
exempt associates. Individual participant projections were calculated based on a range of 5.0% to
22.5% of the annual salary midpoint, depending on the associate’s salary band, and then applied at a
target rate of 85%. The annual salary midpoint was increased by 2.5% over 2002.

Summary of Projections

Based on the analysis described above, Operations/Maintenance Labor is projected to be
$21,313,734, and Capital and Other Labor is projected to be $3,146,757.

Description of Workpapers

Form 168A - Line 8 reflects total projected operations/maintenance labor by month. Form 329 -
Line 60 reflects capital and other labor by month.
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ILLINOIS-AMERICAN WATER COMPANY

SUMMARY OF PURCHASED WATER EXPENSE PROJECTION
2003 OPERATING PROJECTION

Procedure and Assumptions

Utilizing recent historical purchased water information, a projection was made for each month of the
total amount of water to be purchased. There are fourteen suppliers that provide purchased water to
the Chicago Metro Division (American Lake Water Co., City of Chicago, Desplaines, DuPage Water
Commission, Elmhurst, Glenview, Lisle, Lombard, Oak Lawn, Orland Park, Tinley Park, Village of
Bedford Park, Wheaton, and Winfield). The source of all purchased water is Lake Michigan. Cost
information was adjusted to reflect a 4% annual cost increase through 2003, based on a published
planned increase from the City of Chicago.

Summary of Projections

Based on the analysis described above, Purchased Water expense is projected to be $14,186,124.

Description of Workpapers

Form 168A - Line Number 9 reflects the monthly projections of Purchased Water expenses.
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ILLINOIS-AMERICAN WATER COMPANY

SUMMARY OF FUEL AND POWER EXPENSE PROJECTION
2003 OPERATING PROJECTION

Procedure and Assumptions

Utilizing recent pumping statistics for each pumping station, a projection was made for each month
of the total amount of water to be delivered to the distribution system after production uses were
eliminated. Using those projections, a monthly power consumption figure per million gallons of
system delivery was calculated. This calculation was based upon review of recent ratios of power
consumption per million gallons of system delivery and implementation of pump efficiencies, e.g.,
variable frequency drives. Pump delivery performances were analyzed at each station based upon
system delivery. Steps taken by the Company to control the percentage of unaccounted-for water
also were reflected. The projected power consumption was then applied to projected power
consumption rate schedules that reflect on or off peak power usage schedules, demand charges,
projected rates and power company fuel cost adjustments. Projected power rates were based on
direct correspondence with local power suppliers. Within the fourteen operating districts, there are
five power utility suppliers (Ameren UE, Illinois Power Company, Cairo Public Utilities, Central
Illinois Light Company, and Commonwealth Edison). None of the five power utility suppliers
projected a rate increase for the year 2002. 2003 expense was adjusted to reflect an average
decrease of 1.26% based on a reduction in 2003 system delivery from the 2002 plan and then a 2.5%
increase on the adjusted amount.

Summary of Projections

Based on the analysis described above, Fuel and Power expense is projected to be $5,282,516.

Description of Workpapers

Form 168A - Line Number 10 reflects the monthly projections of Fuel and Power expenses.
Notes on Power Suppliers:

1 Alton Ameren UE

2 Cairo Cairo Public Utilities

3 Interurban Ameren UE, Illinois Power Co.
4 Pekin Central Illinois Light Co.

5 Peoria Central Illinois Light Co.

6 Lincoln Central Illinois Light Co.
7 Champaign Illinois Power Co.

8 Streator ComEd

9 Sterling ComEd

10 Pontiac ComEd

11 Chicago Water ComEd

12 Chicago WWater ComEd

13 Santa Fe Water ComEd

14 Santa Fe WWater ComEd
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ILLINOIS-AMERICAN WATER COMPANY

SUMMARY OF CHEMICAL EXPENSE PROJECTION
2003 OPERATING PROJECTION

Procedure and Assumptions

The projection of monthly system delivery used to project Fuel and Power expense was also used to
project the total delivered water requiring treatment. This projection also reflects the steps taken by
the Company to reduce the percentage of unaccounted-for water. Recent historical data was used to
calculate internal plant treated water usage. Projected total delivered water and internal plant usage
by month was then combined to determine the total treated water requirement. A review was made
of changes in the water treatment process resulting primarily from compliance with Safe Drinking
Water Act regulations. The most recent historical pounds per million gallons per month, adjusted to
reflect changes in treatment requirements discussed above, were used to establish the usage for each
chemical required in the treatment process. Monthly chemical costs were developed from the
pounds per million gallons per month required to treat the total projected treated water at the
established costs per pound. Individual chemical costs were established through competitive
bidding on a two-year basis (2001 and 2002) for most chemicals. 2003 chemical costs, with the
exception of dechlorination and carbon lease costs explained below, were adjusted to reflect an
average decrease of 1.26% based on a reduction in 2003 system delivery from the 2002 plan and
then a 2.5% increase on the adjusted amount.

Dechlorination costs, projected at an annual increase of 2.5% over the 2002 plan, were moved in
2003 from Waste Disposal expense to Chemical expense to more accurately reflect total chemical
costs.

All monthly leased granular activated carbon (GAC) costs were then added to the projected
individual monthly chemical costs. Leased GAC costs were projected at contract prices established

or projected based on data obtained from manufacturers/suppliers.

Summary of Projections

Based on the analysis described above, Chemical expense is projected to be $3,830,983.

Description of Workpapers

Form 168A - Line Number 11 reflects the monthly projections for Chemical expense.
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ILLINOIS-AMERICAN WATER COMPANY

SUMMARY OF WASTE DISPOSAL EXPENSE PROJECTION
2003 OPERATING PROJECTION

Procedure and Assumptions

Utilizing information based on historical data, a schedule was established for the removal of sludge
from lagoon compounds constructed where treatment waste cannot be discharged into a municipal
sewer system or river and for the removal and disposal of filter discharge wastes. Where treatment
waste is discharged into a municipal sewer system, costs were based on volumetric municipal rates.
Based upon management's review of the conditions of these lagoons, it was then determined that the
lagoons at Interurban (Granite City) and Peoria (San Koty and Main Station) would require cleaning
in 2003. Cost information for sludge removal was received from the last successful bidding
contractors, and those costs were used, adjusted to reflect an increase of 2.5% over 2002 plan costs.

Costs also include contract waste disposal expense for wastewater collected from sanitary sewer
mains in the Chicago Wastewater District and transferred to regional treatment facilities. These

costs were developed based on recent historical information.

Dechlorination costs, projected at an annual increase of 2.5% over the 2002 plan, were moved in
2003 from Waste Disposal to Chemical expense to more accurately reflect total chemical costs.

Summary of Projections

Based on the analysis described above, Waste Disposal expense is projected to be $1,761,864.

Description of Workpapers

Form 168A - Line Number 12 reflects monthly projections of waste disposal expense.
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ILLINOIS-AMERICAN WATER COMPANY

SUMMARY OF MANAGEMENT FEES EXPENSE PROJECTION
2003 OPERATING PROJECTION

Procedure and Assumptions

Business plans for the national Call Center (customer service), the national Shared Services Office
(financial services), regional data centers and Corporate Offices of the American Water Works
Service Company (Service Company) are prepared annually in accordance with business plan
procedures established by those areas of operation. From those business plans, projections were
made of expenses to be charged as Management Fees during 2003.

Summary of Projections

Based on the analysis described above, Management Fees expense is projected to be $6,843,171.

Description of Workpapers

Form 168A - Line Number 13 reflects monthly projections of Management Fees expense.
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ILLINOIS-AMERICAN WATER COMPANY

SUMMARY OF GROUP INSURANCE EXPENSE PROJECTION
2003 OPERATING PROJECTION

Procedure and Assumptions

Utilizing the projected associate workforce level for active associates, each associate was analyzed
for projected wage levels, life insurance, optional life insurance, personal dependent coverage and
medical plan (HMO, Managed Choice or Out-of-Network Comprehensive Medical). The medical
plans for former Northern Illinois Water Corporation associates are PPO (same as Managed Choice)
or Traditional (same as Comprehensive Medical). FAS 106 (OPEBS) expense was projected based
on actuarial evaluations and is being funded in accordance with such evaluations. Projected group
insurance expense was analyzed to determine reductions in operating costs resulting from
calculating capital labor credits. Current and retired associates, along with dependents of deceased
employees, were individually analyzed to determine the expenses to be reimbursed to the Company
for said coverage. All numbers were projected on a month-by-month basis to allow for changes in
levels of coverage. Individual premium rates were analyzed, and the cost of each individual type of
insurance coverage was projected on the basis of an analysis of existing insurance contracts and
anticipated changes.

FAS 106 expenses were projected based on System costs provided by the Corporate Office.
Individual premium rates were projected to increase by 13.5% in January 2003 from the December
2002 level.

Premium and OPEBS expenses for American Water Works Service Company, Inc. associates, who
perform regional functions in the Corporate Office, were projected in the same manner as described
above. Premium and OPBS allocations include 15.80% to lowa-American Water Company, 10.45%
to American Lake Water Company, and the remaining 73.75% to Illinois-American Water
Company.

Summary of Projections

Based on the analysis described above, Group Insurance expense is projected to be $5,932,300.

Description of Workpapers

Form 168A - Line Number 14 reflects the projections of monthly Group Insurance expense.
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ILLINOIS-AMERICAN WATER COMPANY

SUMMARY OF PENSION EXPENSE PROJECTION
2003 OPERATING PROJECTION

Procedure and Assumptions

Post-retirement pension benefit expenses were projected based on actuarial evaluations calculated in
accordance with FAS 87. Similarly, the Company is funding its current annual level of pension
costs based on actuarial evaluations. Projected pension expense was further analyzed to determine
reductions resulting from calculating capital labor credits.

Summary of Projections

Based on the analysis described above, Pension Expense is projected to be $2,575,060.

Description of Workpapers

Form 168A - Line Number 15 reflects projections of the monthly expense for pensions.
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ILLINOIS-AMERICAN WATER COMPANY

SUMMARY OF REGULATORY EXPENSE PROJECTION
2003 OPERATING PROJECTION

Procedure and Assumptions

Monthly projected expense includes amortized regulatory expense for the three-year period March
2001 through March 2004 and amortized depreciation study expense for the five-year period March
2001 through March 2006.

Summary of Projections

Based on the analysis described above, Regulatory Expense is projected to be $90,996.

Description of Workpapers

Form 168A - Line Number 16 reflects projections of the monthly expense for pensions.
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ILLINOIS-AMERICAN WATER COMPANY

SUMMARY OF INSURANCE OTHER THAN GROUP EXPENSE PROJECTION
2003 OPERATING PROJECTION

Procedure and Assumptions

Projections were made of premium costs for the various insurance policies protecting the Company
and its assets. These projections were based on information provided by the American Water
System Director Risk Management in the Service Company Corporate Office who is responsible for
working with insurance brokers in obtaining competitive bids for the Company’s insurance needs.
2003 premium costs for General Liability, Excess Liability, Workmen’s Compensation and Property
Insurance were based on information provided by the Director Risk Management starting with
current expense, including Chicago, for policy period beginning October 2001, projected 9.7%
increase in 2002 and 4.5% increase in 2003 on October anniversary dates. Other premium costs for
Directors and Officers, Fiduciary, Crime, Employee Practices, and Kidnap/Ransom were also based
on information provided by the Director Risk Management starting with current expense, including
Chicago, for policy period beginning July 2002 and 9% increase in 2003 on July anniversary dates
for each type of coverage. Projected Insurance Other Than Group expense was analyzed to
determine reductions in operating costs resulting from calculating capital labor credits.

Workmen’s Compensation premium expense for American Water Works Service Company, Inc.
associates, who perform regional functions in the Corporate Office, were projected in the same
manner as described above. Workmen’s Compensation allocations include 15.80% to Iowa-
American Water Company, 10.45% to American Lake Water Company, and the remaining 73.75%
to Illinois-American Water Company.

In addition to annual premium expense, high losses since 1996 throughout the American System
have resulted in projections beginning in 2002 for retrospective adjustments to cover prepaid
insurance premium deficits. Personnel in the Service Company Corporate Office also provided the
additional retrospective premium expense information.

Summary of Projections

Based on the analysis described above, Insurance Other Than Group expense is projected to be
$3,066,123.

Description of Workpapers

Form 168A - Line Number 17 reflects projections of the monthly expense for Insurance Other Than
Group premiums.
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ILLINOIS-AMERICAN WATER COMPANY

SUMMARY OF CUSTOMER ACCOUNTING EXPENSE PROJECTION
2003 OPERATING PROJECTION

Procedure and Assumptions

Uncollectible expense was calculated by month by applying a charge-off rate to projected district-
specific billed and unbilled revenues and adjusting for known changes. Dividing district-specific net
charge-offs by district-specific billed revenues developed the charge-off rate

Utilizing recent historical information and projected number of customers, projections were made
for the monthly costs associated with expenses related to the reading of customer meters, customer
bill forms/envelopes, customer postage, processing and collecting customer bill payments, providing
other customer service functions and commercial operations. Recent historical data was used to
analyze expenses related to customer accounting for each month.

2003 customer postage costs reflect an annual increase of 8.8% over 2002 plan costs based on recent
notification from the U.S. Post Office that first class postage will increase from 34 cents to 37 cents
and assuming a similar increase for all postage classes. An annual increase of 2.5% over 2002 plan
costs was used to develop remaining customer accounting costs, with three exceptions. Those
exceptions are (1) 2002 plan costs were overstated in the Chicago Metro Division and reduced in
2003 by $336,000, (2) 2002 plan includes approximately $36,000 in miscellaneous customer
accounting and telephone expenses that will not occur in 2003 due to the conversion to the national
Call Center and (3) 2002 plan is understated for lock box processing fees and the 2003 plan was
revised to reflect an average of March and April 2002 actual expense which was annualized and
adjusted upward by 2.5%.

Summary of Projections

Based on the analysis described above, Customer Accounting expense is projected to be $2,855,299.

Description of Workpapers

Form 168A - Line Number 18 reflects the monthly projections of Customer Accounting expense.
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ILLINOIS-AMERICAN WATER COMPANY

SUMMARY OF RENTS EXPENSE PROJECTION
2003 OPERATING PROJECTION

Procedure and Assumptions

A review of all rental and lease agreements was made to ascertain monthly and yearly costs. All
agreements for equipment and property subject to increase were reviewed with the property owners
to determine possible increases, where applicable. An annual increase factor of 2.5% was added to
those items for which projected costs could not be determined on the basis of such reviews.

Summary of Projections

Based on the analysis described, above, Rents expense is projected to be $1,144,640.

Description of Workpapers

Form 168A - Line Number 19 reflects the projected monthly expense for Rents.
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ILLINOIS-AMERICAN WATER COMPANY

SUMMARY OF GENERAL OFFICE EXPENSE PROJECTION
2003 OPERATING PROJECTION

Procedure and Assumptions

A review was made of the recent historical costs associated with operating the general office
functions of the Company. Based on that review, an itemized projection by month was made for
such expenditures as stationery and office supplies, office cleaning services, bank service charges,
other utility bills and employee-related expenses. 2003 costs reflect an increase of 2.5% over 2002
plan costs with two exceptions. Those exceptions are (1) 2003 plan reflects a reduction of $29,000
in miscellaneous and employee expense due to the conversion to the National Call Center and (2)
2003 postage costs reflect an annual increase of 8.8% over 2002 plan costs based on recent
notification from the U.S. Post Office that first class postage will increase from 34 cents to 37 cents
and assuming a similar increase for all postage classes.

Summary of Projections

Based on the analysis described above, General Office expense is projected to be $1,829,578.

Description of Workpapers

Form 168A - Line Number 20 reflects the monthly projection of General Office expense.
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ILLINOIS-AMERICAN WATER COMPANY

SUMMARY OF MISCELLANEOUS EXPENSE PROJECTION
2003 OPERATING PROJECTION

Procedure and Assumptions

A review was made of the recent costs associated with materials used and expenses incurred in the
operation of source of supply plant, pumping plant, production plant, water treatment plant,
transmission and distribution system, and administrative facilities. This review was exclusive of
related labor expenses. A review was made of other recent expenses associated with outside
services utilized, injury and damages expenses, employee educational expenses, legal expenses,
transportation expenses and other general expenses. The Company's overall goals and programs that
might affect these items were also reviewed. Projected transportation, 401K and ESOP expenses
were analyzed to determine reductions in operating costs resulting from calculating capital labor
credits. Based on these reviews, an itemized projection was made for expenses to be incurred in
2003. 2003 costs reflect an increase of 2.5% over 2002 plan costs with the following exceptions: (1)
401K and ESOP were analyzed individually using projected labor and Company contributions, (2)
Belleville Laboratory expense explained below, and (3) ongoing security costs at an annual cost of
$6,688,892 which were not included in the 2002 plan.

A business plan for the Belleville Laboratory, which performs testing and analysis for the American
System, is prepared annually in accordance with established water quality procedures. Annual
projected expenses were then developed and provided by the American Water Works Corporate
Office for each utility subsidiary.

401K and ESOP expenses were calculated for American Water Works Service Company, Inc.
associates, who perform regional functions in the Corporate Office. 401K and ESOP allocations
include 15.80% to lowa-American Water Company, 10.45% to American Lake Water Company, and
the remaining 73.75% to Illinois-American Water Company.

Summary of Projections

Based on the analysis described above, Miscellaneous expense is projected to be $14,305,758.

Description of Workpapers

Form 168A - Line Number 21 reflects the monthly projections of Miscellaneous expense.
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ILLINOIS-AMERICAN WATER COMPANY

SUMMARY OF MAINTENANCE EXPENSE PROJECTION
2003 OPERATING PROJECTION

Procedure and Assumptions

Maintenance labor costs associated with the 2003-projected maintenance expenses were calculated
as a part of the projection of total labor costs. Maintenance expense projections were based upon a
review of historical expenditures associated with such maintenance and specific plans to complete
needed maintenance projects.

Each item of maintenance was reviewed individually. All annual Company programs and long-
range programs were reviewed for possible effects. A review of historical data was performed in the
formulation of anticipated expenses. Adjustments were made, where appropriate, to reflect recent or
new regulations for items such as flowable backfill, shoring requirements and confined space
requirements. A review of the Company's utility plant investment plan was made to determine
whether changes in expenses would result from the installation of new equipment, mains and
services, etc. Program expenses were based on each individual program goal. Amortized program
projects were reviewed for expiration or inclusion in the current and future projections. Other 2003
costs reflect an increase of 2.5% over 2002 plan costs with the exception of computer maintenance
that included analyses for individual software packages, AS400 and personal computer/printer
maintenance.

Summary of Projections

Based on the analysis describe above, Maintenance expense is projected to be $5,110,288.

Description of Workpapers

Form 168A - Line Number 25 reflects the monthly projections of total maintenance costs exclusive
of labor costs.
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ILLINOIS-AMERICAN WATER COMPANY

SUMMARY OF DEPRECIATION EXPENSE PROJECTION
2003 OPERATING PROJECTION

Procedure and Assumptions

Established utility plant accounts and contributions in aid of construction balances were reviewed.
Each account was then adjusted for additions, retirements and contributions each month based on
planned construction and acquisitions. Depreciation rates established for each account were then
applied to the projected plant and contribution balances by month for 2003.

Summary of Assumptions

Based on the analysis described above, Depreciation expense is projected to be $26,098,161.

Description of Workpapers

Form 168A - Line Number 27 reflects the Depreciation projections by month.
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ILLINOIS-AMERICAN WATER COMPANY

SUMMARY OF AMORTIZATION EXPENSE PROJECTION
2003 OPERATING PROJECTION

Procedure and Assumptions

A review of all projected construction improvements was made to determine if any work was to be
performed on leased property or if any utility plant acquisition adjustments were projected. A
review was then made of all current amortized costs, which included regulatory asset AFUDC,
utility plant acquisition adjustment for the acquisition of Shiloh and amortization of Champaign
municipal franchise tax. All individual amortizations were then itemized by month. Based on this
review, cost changes for two items were projected: (1) correction to reflect $13,500 for amortization
of DuPage acquisition adjustment in the Chicago Metro Division and (2) $2,494,740 for
amortization of deferred security costs. No new capital leases were projected for 2003.

Summary of Projections

Based on the analysis described above, Amortization expense is projected to be $2,581,740.

Description of Workpapers

Form 168A - Line Number 28 reflects projected monthly Amortization expenses.
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ILLINOIS-AMERICAN WATER COMPANY

SUMMARY OF GENERAL TAXES EXPENSE PROJECTION
2003 OPERATING PROJECTION

Procedure and Assumptions

Monthly schedules were prepared utilizing recent historical information, workforce projections,
anticipated investment and capital levels and projected levels for property tax, payroll taxes, Illinois
invested capital tax, franchise taxes and environmental taxes. Current and projected property tax
bases were reviewed for possible future property tax increases. Projected payroll tax expense was
analyzed to determine reductions in operating costs resulting from calculating capital labor credits.
Reviews were made to determine possible payroll tax increases in both federal and state taxes. A
review of preferred stock redemptions and expenses, long-term debt and common stock was made in
determining the projected Illinois invested capital tax. The most current tax rate was utilized.

2003 property tax expense reflects an increase of 2.5% over 2002 plan expense with three
exceptions. Those exceptions are (1) property tax on the land and new water treatment facility in
Alton decreased due to a reassessment of property value, (2) elimination of property tax for the
Company call center (CSOC) in 2003 due to projected sale of the building in 2002 after conversion
to the national Call Center and (3) Interurban District enterprise zone tax abatement in Madison
County that has expired.

Payroll tax expenses were calculated for American Water Works Service Company, Inc. associates,
who perform regional functions in the Corporate Office. Labor allocations include 15.80% to Iowa-
American Water Company, 10.45% to American Lake Water Company, and the remaining 73.75%
to Illinois-American Water Company.

Summary of Assumptions

Based on the analysis described above, General Taxes expense is projected to be $9,253,922.

Description of Workpapers

Form 168A - Line Number 29 reflects projections of General Taxes by month.
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ILLINOIS-AMERICAN WATER COMPANY

SUMMARY OF CAPITAL INVESTMENT PROJECTION
2003 OPERATING PROJECTION

Procedure and Assumptions

An analysis was made of the Company's utility plant in service to ascertain the necessary items to be
replaced and added for 2003. This projection was based on wear and tear, decay, action of the
elements, inadequacy, obsolescence, change in demand, requirements of public authorities,
compliance with the Safe Drinking Water Act, efficiencies and the Company's established goals and
long-range programs. The projected utility plant items were identified either as recurring items or
Investment Projects. All items were then segregated into categories based upon the type of work to
be performed or equipment to be purchased. The Company’s management staff and the System
Company engineering staff prior to inclusion in the projection reviewed the Investment Project
section of the capital investment projection, based on a detailed listing of all larger projects.

Utilizing recent historical information, cost projections were made for labor-intensive items based on
the time required to replace or add each item. Wage rates utilized to prepare operations and
maintenance labor was applied to project all Company capital labor costs. Vendors and contractors
were contacted for current and projected costs for property items such as new and replacement
services, hydrants, meters and meter installations. Where appropriate, projected unit increases were
reconciled with projected customer growth. 2003 recurring investment item costs reflect an annual
increase of 2.5% over the original approved 2002 plan.

Summary of Projections

Based on the analysis described above, the gross additions to utility plant in service are projected to
be $37,101,255 in 2003.

Description of Workpapers

Form 993 reflects the annual projection of capital investment for the Company.
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DIRECT TESTIMONY EXHIBIT NO. 5
OF
JOSEPH D. HARRIS

Please state your name.

Joseph D. Harris.

Please state your business address.

300 North Water Works Drive, Bdleville, lllinois 62223.

By whom are you employed and in what capacity?

| am employed as Senior Financid Anadyst by American Water Works Service Company, Inc.
(“Service Company”), an dfiliate of 1llinois-American Water Company (“Illinois American” or
“Company”). | dso serve as Assdant Tressurer and Assstant Comptroller of Illinois-

American.

Please summarize your higher education experience.
| recelved a Bachelor of Science degree, with a mgor in Accounting, from Eastern lllinois

Univergty in 1981. | am a Certified Public Accountant.

Please summarize your employment experience.

| joined Northern Illinois Water Corporation (“NIWC”) in February 1982 as Staff Accountant.
In January 1986, | became Chief Accountant of NIWC. Upon acquisition of NIWC by
lllinois-American in 1999, | became Comptroller of Illinois-American. In April, 2002, following
the consolidation of the Accounting functions of the Company into the American Shared
Services Center, | became Senior Financid Anays with the Service Company and Assgtant

Comptroller of Illinois-American.
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Exhibit No. 5.0 Joseph D. Harris

Q.

Areyou a member of any industry or professional associations?
Yes. | am amember of the American Inditute of Certified Public Accountants and the Illinois

State CPA Sodiety.

Please summarize your responsibilities as Senior Financial Analyst.
My responsibilities primarily involve the preparation of gpplications for rate adjustments with the
lllinois Commerce Commisson (the “Commisson”). | am adso responsble for budget

preparation and financid anayss.

Have you testified before this Commission in prior rate cases?

Yes, in rate cases of NIWC.

Areyou generally familiar with the operations, books and records of Illinois-
American?

Yes.

Has the Company submitted the“B” schedulesrequired in Subpart E of the proposed
revised Standard Filing Requirements applicable to this case?

Yes. These schedules are contained in Exhibit No. 11.0.

Did you prepare, or causeto be prepared under your direction and supervision, certain
of the“B” schedules?

Yes
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Exhibit No. 5.0 Joseph D. Harris

Q.

Which “B” schedulesdid you prepare or causeto be prepared?
Schedules B-9, Accumulated Deferred Income Taxes, B-9.1, Detalled Listing of Baance Sheet

Assets and Liabilities, and a portion of Schedule B-10, Deferred Charges.

Did you prepareor cause to be prepared these schedules from the books and records
of the Company?

Yes

Please generally describe these schedules.
Schedule B-9 shows accumulated deferred income taxes. Schedule B-9.1 provides detail in
support of accumulated deferred income taxes. Schedule B-10 shows a calculation of deferred

charge itemsincluded in rate base.

Hasthe Company submitted the* C” schedulesrequired in Subpart F of the proposed
revised Standard Filing Requirements applicable to this case?

Yes. These schedules are contained in Exhibit No. 12.0.

Did you prepare, or causeto be prepared under your direction and supervision certain
of the* C” schedules?

Yes.

Which “C” schedulesdid you prepare or causeto be prepared?
Schedules G5, Income Taxes, Schedule G5.1, Consolidated Federa Income Tax Return;
Schedule G5.2, Deferred Income Tax Expense; Schedule C-5.3, Differences between Book

and Tax Depreciation; and a portion of Schedule C-26, Amortization of Deferred Charges.
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Q.

Did you prepare or causeto be prepared these schedules from the books and records
of the Company?

Yes.

Please generally describe these schedules

Schedule C-5 provides the cdculation of federd and date income tax; Schedule C-5.1
discusses the dlocation of consolidated federa income tax; Schedule C-5.2 shows the
caculation of deferred income tax expense; Schedule C-5.3 shows the cdculation of the
differences between book and tax depreciation and the caculation of deferred income taxes
atributable to these differences, and Schedule G26 provides information on amortization of

deferred charges.

You testified that you prepared or caused to be prepared a portion of Schedules B-10
and C-26. Please explain your statement.

In his direct testimony, Exhibit No. 3.0, Mr. Johnson explained why temporary reverse 0smosis
treatment was required in 2001 in the Streator Didtrict. The cogt of this temporary trestment

was $497,000.

The Company has recorded this cost item as a deferred charge. It proposes to amortize this
deferred cost item in revenue requirements over a three-year period, and to include the

unamortized balance in rate base.
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Exhibit No. 5.0 Joseph D. Harris

Q.

I sthere precedent for the Company’s proposal?
Yes. In 1993, NIWC incurred significant expense at Streator investigating various dternatives
to ded with high nitrate conditions in the Vermillion River, the source of supply for Stregtor. In

his direct testimony, Mr. Johnson describes that work.

NIWC recorded the cods of that investigation as a deferred charge and, in its rate case in
Docket No. 93-0184, requested that the cost be amortized in revenue requirements, with the

amortized balance included in rate base.

The Commission agreed and alowed NIWC to amortize the cost in rates, with the unamortized

balance included in rate base.

lllinois- American has followed this precedent in dedling with the reverse osmos's expense.

Isthere another item which you included in Schedules B-10 and C-267?

Yes. Through 2002 only, we are deferring sted gtructure painting coss.  The annud
amortization of this item is included in Schedule G-26 and the unamortized balance in Schedule
B-10. Beginning 2003, the Company proposes to expense a normaized level of sted structure

painting cogts, as discussed in the testimony of Mr. Johnson.

Doesthis conclude your testimony?

Yes.
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DIRECT TESTIMONY EXHIBIT NO. 6.0
OF
MICHAEL A.RUMER

Please state your name.

Michad A. Rumer.

Please state your business address.

300 North Water Works Drive, Bdleville, lllinois 62223.

By whom are you employed and in what capacity?
| am employed by Illinois-American Water Company (“Illinois-American” or “Company”) asa

Fnancid Andys.

Please summarize your higher education experience.

| graduated from Indiana Universty in 1987 with a Bachelor of Science Degree in Busness
Adminigration, with an Accounting magor. In 1991, | attended the Western Utility Rate
Seminar sponsored by the Nationd Association of Regulatory Utility Commissoners, the
Cdifornia Public Utilities Commisson and the University of Utah. | have participated in various
continuing education programs sponsored by American Water Works Service Company, Inc.

(the " Service Company”), an affiliate of Illinois-American.

Please summarize your employment experience.
In 1979, | began my employment with the Service Company in Richmond, Indiana as a Junior
Accountant in the Property Accounting Department. In September 1981, | became the

Supervisor of that same department. My responsibilities included overseeing the processing of

Exhibit No. 6.0 Michael A. Rumer
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work orders, maintenance of Continuing Property Records (“CPR”) and the reserves for book
and accelerated depreciation and al other accounts associated with Utility Plant In Service
(“UPIS") for twenty-one operding Didricts in the Mid-America Region of the Service
Company. In July 1989, | accepted the postion of Rate Analyst in the Rates and Revenue
Department and was promoted to Senior Rate Analyst in July 1991. In October 1993, |
trandferred to Illinois-American as a Senior Rate Andyst and was promoted to Revenue

Requirement Specidigt in July 1995. My title was changed to Financid Andyst in April 2002.

Please summarize your responsbilities as Financial Analyst.
My present duties condst of preparing, and asssting in the presentation, of filings for rate

adjustments, and performance of various budgeting functions, for 1llinois- American.

Have you testified before this Commission in prior rate cases of the Company?

Yes.

Haveyou testified before other regulatory commissionsin prior rate cases of other
subsidiaries of American Water Works Company?
Yes. | have tedtified in rate cases before the Ohio Public Utilities Commission and the Indiana

Utility Regulatory Commission.

Areyou generally familiar with the operations, books and records of I1linois-
American?

Yes.

Exhibit No. 6.0 Michael A. Rumer -2-
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Hasthe Company submitted the schedulesrequired in Subpart D of the proposed
revised Standard Filing Requirements applicable to this case?

Yes. These schedules are contained in Exhibit 10.0.

Wer e the schedules contained in Exhibit 10.0 prepared by you or under your direction
and supervison?

Yes.

Wastheinformation contained in Exhibit 10.0 obtained or derived from the books and
recor ds of the Company?

Yes.

Tothebest of your knowledge, information and belief, is the accounting information
contained in these schedulestrue and correct?

Yes.

Please describe Schedule A-1 of Exhibit 10.0.
Schedule A-1 provides a summary of standard information requirements such as the areas
requesting a change in rates, utility representatives and contacts including telephone numbers

and addresses.

Please describe Schedule A-2 of Exhibit 10.0.
Schedule A-2 is an Overdl Financid Summary of dl of the “B” Schedules (Exhibit No. 11.0),
“C’ Schedules (Exhibit No. 12.0) and “D” Schedules (Exhibit No. 13.0) of the proposed

revised Standard Filing Requirements applicable to this case. It dso shows the additiona

Exhibit No. 6.0 Michael A. Rumer -3-
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revenue requirement to be recovered from the proposed rates. This schedule shows the

informetion by rete service area as well asfor tota company.

Please describe Schedule A-2.1 of Exhibit 10.0.

Schedule A-2.1 contains the computation of the jurisdictiona gross revenue conversion factor.

Please describe Schedule A-3 of Exhibit 10.0.
Schedule A3 provides a comparison of revenue at present rates and revenue a proposed

rates.

Please describe Schedule A-4 of Exhibit 10.0.
Schedule A-4 compares jurisdictiona information contained in Schedule A-2, Overdl Financid
Summary, with the findings by the Commission in the Company’s prior rate order, together with

abrief explanation of the changes in conditions which necessitate the requested reate increase.

Please describe Schedule A-5 of Exhibit 10.0.

Schedule A-5 provides ajurisdictiond dlocation cost summary based on costs for the test year.

Hasthe Company submitted the“E” schedulesrequired in Subpart H of the proposed
revised Standard Filing Requirements applicable to this case?

Yes. These schedules are contained in Exhibit No. 14.

Wer e the schedules contained in Exhibit No. 14 prepared by you or under your
direction and supervison?

Yes.

Exhibit No. 6.0 Michael A. Rumer 4-
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Wasthe information contained in Exhibit No. 14 obtained or derived from the books
and records of the Company?

Yes.

Tothe best of your knowledge, information and belief, is the accounting infor mation
contained in these schedulestrue and correct?

Yes.

Please describe Schedule E-1 of Exhibit 14.0.

Schedule E-1 contains the present rate schedules which the Company proposesto revise.

Please describe Schedule E-2 of Exhibit 14.0.

Schedule E- 2 contains the proposed rate schedules filed in this proceeding.

Please describe Schedule E-3 of Exhibit 14.0.

This schedule contains copies of present rate schedules scored to show the proposed changes.

Please describe Schedule E-4 of Exhibit 14.0.
This schedule contains the Statement of Changes which was filed with the proposed tariffs and

summarizes the rationale underlying the proposed changes.

Please describe Schedule E-5 of Exhibit 14.0.
Schedule E5 shows the hilling units by rate class for the historic year, current year and test

year.

Exhibit No. 6.0 Michael A. Rumer -5-
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Please describe Schedule E-6 of Exhibit No. 14.0
Schedule E-6 provides detailed information as to revenue by rate class at current rates

compared with proposed rates.

Has the Company submitted an embedded cost of service study?

No. The Company has proposed an across-the-board rate increase. As provided in Section
285.5305 of the proposed revised Standard Filing Requirements, the requirement for filing an
embedded cost of service study is waived where the utility provides the necessary data
referenced in subsections (b), (€) and (d) to enable Staff to perform a cost of service study.

The Company has made such data available to Staff.

Please describe Schedule E-9 of Exhibit No. 14.0.

Schedule E-9 provides bill comparisons for the different rate classes.

How wer e the changesin the Chargesfor Municipal Franchise Fees deter mined?

The Charges for Municipa Franchise Fees are based upon water revenues and the number of
customers within the franchise boundaries. Therefore, as the franchise revenues increase or
decrease, the fees to recover those revenues will correspondingly increase or decresse.
Smilaly, as the cusomer base increases, the fees become less, since the revenues being

recovered are shared by a greater number of customers.

Exhibit No. 6.0 Michael A. Rumer -6-
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Isthe Company proposing any changes to certain miscellaneous tariff chargesfor the
Lincoln Digtrict and the Chicago-Metro Division, formerly Citizens Utilities Company
of lllinois?

Yes. For uniformity, the Company is proposing to make applicable to Lincoln Didrict and the
Chicago-Metro Divison its tariff providons for a non-sufficient funds (NSF) charge and service
reconnection charges and a late payment charge in Lincoln Didrict. The Company’s current
charges for these items were approved in Docket Nos. 97-0102 and 97-0081, Cons., based
upon cost udies. The late payment charge is authorized by 83 11l. Adm. Code § 280.90. The
costs incurred by the Company for NSF and service reconnections during norma business
hours are not materidly different for Lincoln Didtrict or the Chicago-Metro Division than for the
Northern and Southern Divisons. The $15 NSF charge was developed based on the cost of
labor and labor-related expenses (gpproximately $8); forms and postage (approximately $3);
and bank charges (approximately $4). The reconnection charge during normd business hours
was developed based upon labor for outside commercia department employees ($15); clerical
employees ($4); labor-related expenses ($11); and transportation, postage, forms and other

materias ($2).

I sthe Company proposing any changesto the Sewage Treatment Plant Connection
Fee?

Yes. The current average project unit cost of $658.00 per population equivaent (PE) is based
on 1995 congtruction costs. The Company is proposing to increase this fee to $831.76 per PE
based on the Congtruction Cost Index at June 2002, as published in the Engineering News

Record.

Exhibit No. 6.0 Michael A. Rumer -7-
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Q. Doesthis conclude your testimony?

Yes.

Exhibit No. 6.0 Michael A. Rumer
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ILLINOISCOMMERCE COMMISSION

DOCKET NO. 02-
PREPARED DIRECT TESTIMONY OF PAUL R. MOUL

SEPTEMBER 1, 2001

. INTRODUCTION AND SUMMARY OF RECOMMENDATION

Please state your name and address.

My name is Paul Ronald Moul. My business address is 251 Hopkins
Road, Haddonfield, NJ (08033-3062. | am Managing Consultant of the
firm P. Moul & Associates, an independent, financial and regulatory
consulting firm. My educational background, business experience and
qualifications are provided in IAWC Exhibit 7.1 that follows my direct
testimony.

What is the purpose of your testimony?

My testimony presents evidence, analysis, and a recommendation
concerning the rate of return on common equity that the lllinois
Commerce Commission (“ICC” or the “Commission”) should allow
lllinois-American Water Company (“IAWC” or the “Company”) an
opportunity to earn on its rate base. My analysis and recommendation is
supported by the detailed financial data contained in IAWC Exhibit 8.0,
which is a multi-page document that is divided into twelve (12) schedules.
Additional evidence, in the form of appendices, follows my direct

testimony, and is incorporated herein by reference. Those appendices deal
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with the technical aspects of my testimony and are identified as IAWC
Exhibits 7.2 through 7.9.

Based upon your anaysis, what is your conclusion concerning the
appropriate rate of return on equity for IAWC in this case?

My conclusion is that the Company should be afforded an opportunity to
earn a rate of return on common equity of at least 11.015%. My
recommended rate of return on common equity of 11.015% is used in
conjunction with the capital structure ratios and senior capital cost rates
developed by Mr. Frederick L. Ruckman, the Company’s Vice President
and Treasurer. The post-tax overall rate of return is 8.01% and is shown
on Schedule 1 of IAWC Exhibit 8.0. When applied to the Company’s rate
base, this rate of return will compensate investors for the use of their
capital and alow the Company to attract new capital based on its own
financial profile.

How is your testimony organized?

| have addressed the following issues and organized my testimony as
follows:

l. Introduction and Summary of Recommendation

. Water Utility Risk Factors

. Fundamental Risk Analysis

V. Cost of Equity -- General Approach

V. Discounted Cash Flow Analysis

VI. Risk Premium Anaysis
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VIlI.  Capital Asset Pricing Model

VIII. Credit Quality Issues and Conclusion

How have you determined the cost of equity in this case?

In arriving at my recommended cost of equity, | employed capital market
and financial data relied upon by investors to assess the relative risk, and
hence the cost of equity, for a public utility, such as IAWC. In this regard,
| relied on three well-recognized market-determined measures.  the
Discounted Cash Flow (“DCF’) model, the Risk Premium analysis, and
the Capital Asset Pricing Model (“CAPM”). | have aso considered the
Comparable Earnings approach, but did not use those results directly in
my recommended rate of return on common equity. It is my
understanding that in recent years the ICC has not taken the Comparable
Earnings approach into account in determining the cost of common equity.
The results of my application of the Comparable Earnings approach are
provided in IAWC Exhibit 7.9 and have been used for confirmation
pUrpOSES.

By considering the results of a variety of approaches, | determined
that an 11.015% rate of return on common equity for IAWC is reasonable,
and indeed represents the minimum required return for the Company.
This is consistent with well-recognized principles for determining a fair
rate of return. In this regard, the Commission should consider the
principles that | have set forth in IAWC Exhibit 7.2. The end result of the

rate of return finding by the Commission must cover the Company’s
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interest and dividend payments, provide a reasonable level of earnings
retention, produce an adequate level of internally generated funds to meet
capital requirements, be commensurate with the risk to which IAWC's
capital is exposed, and support reasonable credit quality.
What market evidence have you considered in measuring the cost of
equity in this case?
The models that | used to measure the cost of equity for the Company
were applied with market data developed from two proxy groups. The
first proxy group consists of six publicly traded water companies. | will
refer to these companies as the “Water Group” throughout my testimony.
| have not separately measured the cost of equity for component
companies of the Water Group. Rather, by employing group average data
for the Water Group, | have minimized the effect of any anomalies in the
market data for an individual company. | have also taken this position
because the determination of the cost of equity for an individual company
has become increasingly problematic because consolidation in the utility
industry has altered the valuation perspective of investors that is not
necessarily related to the underlying fundamentals of a firm.

| have not analyzed the market data for American Water Works
Company, Inc. (*AWW?"), which is the parent company of IAWC, because
it is currently the target of an acquisition. On September 16, 2001, AWW
entered into an agreement with RWE Aktiengesellchaft (“RWE”) whereby

Thames Water, the UK subsidiary of RWE, would merge with AWW.
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The cash purchase price of AWW'’s stock represented a 36.5% premium
over the stock’s average price for the 30 trading days prior to the
announcement. Since that time, AWW’s stock reflects the pending
acquisition premium and it would be unsuitable to measure the cost of
equity in this case.

The second proxy group consists of natural gas distribution
companies. | will refer to them as the “Gas Distribution Group”
throughout my testimony. The Commission is familiar with three of these
companies and the one additional company has operations nearby.
Natural gas distribution companies provide additional evidence of the cost
of equity in this case because the number of water companies with traded
stocks continues to decline due to consolidation in the industry.

Please summarize the basis for your recommended cost of equity in this
proceeding?

By considering the results of a variety of approaches, | determined the cost
of equity consistent with well-recognized principles for determining a fair
rate of return. My cost of equity determination was derived from the
results of the methods/models identified above. In genera, the use of
more than one method provides a superior foundation to arrive at the cost
of equity. Moreover, a any point in time, individua methods may
provide an incomplete measure of the cost of equity depending upon a

variety of extraneous factors which may influence market sentiment. The
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following table provides a summary of the indicated costs of equity using

each of the three approaches.

Water Gas Distribution

Group Group
DCF 9.68% 11.97%
Risk Premium 12.00% 12.25%
CAPM 13.13% 12.26%

You indicated that your recommendation represents the minimum level of
required equity return for the Company. What factors cause you to reach
that conclusion?

The cost of equity data presented above does not reflect fully the
compensation that a utility is entitled to when determining a fair rate of
return on common equity. For example, | have not directly incorporated
the results from the Comparable Earnings analysis into my
recommendation. Had these results been included in the measures of the
cost of equity shown above, the results would have been higher.

How have you used these data to determine cost of equity for the
Company in this case?

| have analyzed the market-determined models of the cost of equity using

a series of combinations. Those results are:
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Water Gas Distribution
Group Group
DCF and RP 10.84% 12.11%
DCF and CAPM 11.41% 12.12%
Average 11.13% 12.12%

From these combinations of the cost of equity and other factors, | have
determined that a reasonable range of the cost of equity is 10.84% to
12.12%. From this range, the Company’s alowed rate of return on
common equity should be at least 11.00%. To this cost rate, | have added
an increment to reflect the flotation costs associated with the Company’s
recent issuance of common stock. In connection with this issuance, the
Company paid an $112,500 assessment to the ICC. The Company is
entitled to recovery of this expense in its rate of return on common equity.
In this regard, the common stock issuance cost allowance is 0.015%
($112,500 + 3 = $37,500 + $243,632,832) over the effective period of the
proposed rates. This recovery is reasonable because it is compatible to the
issuance expenses reflected in the embedded cost at long-term debt. Use
of an 11.015% (11.00% + 0.015%) rate of return on common equity in
computing the Company’s revenue requirements in this case will help
minimize the magnitude of the proposed rate increase.

. WATERUTILITY RISK FACTORS

What background information concerning the Company have you

considered as part of your testimony?
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IAWC is a wholly owned subsidiary of AWW, the nation’s largest water
utility holding company. AWW has 25 water utility subsidiaries that
operate in 23 states. Even though the stock of AWW is presently traded
on the New York Stock Exchange (“NYSE”), it will be acquired by RWE
in the near future.

IAWC provides service to its customers through thirty-six water
supply districts and eighteen wastewater districts organized in four
divisions. The Company meets its customer’s needs through both surface
and ground water supplies. In 2001, IAWC provided water service to
approximately 220,000 customers. The 2002 acquisition of customers
from Citizens Communications has added about 48,000 water and 36,000
wastewater customers. Over the years, the Company has acquired a
number of systems from other companies. The acquisition of the water
and wastewater assets of Citizens Communications is the most recent
example.

In 2001, the Company's water sades were represented by
approximately 37% to residential, 18% to commercial, 20% to industrial,
9% to public authorities, and 16% to resale customers. Combined, sales to
industrial customers and sales for resale represent 36% of total saes.
While representing a significant portion of sales, these customers comprise
less than one-quarter of one-percent of the Company’s customers (i.e., 476
customers). As explained in the testimony of Mr. Ruckman, the Company

faces competitive and bypass threats from some commercial, industrial
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and resale customers. This means that the water demands of a few
customers can have a significant impact on the Company’ s operations.
Please identify some of the risk factors which impact the water utility
industry.
The business risk of the water utilities has been strongly influenced by
water quality concerns. With the passage of the Safe Drinking Water Act
Amendments of 1996 ("SDWA"), which re-authorized the SDWA for the
second time since its origind passage in 1974, the SDWA instituted
policies and procedures governing water quality. Significant aspects of
the 1996 Act provide that the Environmental Protection Agency ("EPA"),
in conjunction with other interested parties, will develop a list of
contaminants for possible regulation and must update that list every 5
years. From that list, EPA must select a least five contaminants and
determine whether to regulate them. This process must be repeated every
five years. The EPA may bypass this process and adopt interim
regulations for contaminants which pose an urgent health threat.

The current priorities of the EPA include regulations directed to:
(i) microbials, disinfectants and disinfection byproducts, (ii) radon, (iii)
radionuclides, (iv) ground water, and (v) arsenic. The regulations which
emanate from the EPA concerning certain potentially hazardous
substances noted above, together with the Federal Clean Water Act and
the Resource Conservation and Recovery Act, will bear upon the risk of

all water utilities. Most of these regulations affect the entire water industry
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in contrast with certain regulations issued pursuant to the Clean Air Act,
which may impact only selected electric utilities. This business risk
factor, together with the important role which water service facilities
represent within the infrastructure, underscores the public policy concerns
which are focused on the water utilities. Moreover, since September 11,
2001, water utilities are operating on heightened alert to protect drinking
water supplies. Many water utilities, including IAWC, have taken
additional security safeguards including (i) limiting access to treatment
and storage facilities, (ii) conducting additional testing and monitoring,
(i) reassessing security procedures and systems, and (iv) providing
additional training to their personnel. The security measures which have
been taken by water utilities to safeguard the public water supply place
them in a category similar to the electric utilities that are concerned with
protecting the nation’s energy supply.

How do these issues impact the water utility industry?

Managers of water utilities have in the past and will in the future focus
increased attention on environmental and related regulatory issues.
Drinking water quality has also received heightened attention out of
concern over the integrity of the source of supply which is often
threatened by changing land use, the permissible level of discharged
contaminants established by state and federal agencies, and now potential
threats from terrorist. Moreover, water companies have experienced

increased water treatment and monitoring requirements and escalating
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costs in order to comply with the increasingly stringent regulatory
regquirements noted above. Water utilities may also be required to expend
resources to undertake research and employ technological innovations to
comply with potential regulatory requirements. These factors are
symptomatic of the changing business risk faced by water utilities. The
importance of drinking water quality on public health reached headline
proportions surrounding problems encountered in Milwaukee, Wisconsin,
New York City, and Washington, DC. These situations have increased the
perceived risk of water utilities to investors.

Are there other factors that influence the business risk of water utilities?
Yes. Being the sole purveyor of potable water from an established
infrastructure does not insulate a water utility's operations from general
business conditions, regulatory policy, the influence of weather, and
customers usage habits. It is also important to recognize that water
companies face higher degrees of capital intensity than other utilities,
more costly waste disposal requirements and threats to its source of
supply. The headlines surrounding MTBE contamination and the
regulation of arsenic are cases-in-point.

Are there other structural issues that affect the business risk of water
utilities?

Yes. As noted above, the high fixed cost of water utilities makes earnings
vulnerable D significant variations when usage fluctuates with weather,

the economy, and customer conservation efforts. While the wise use of
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water is always the objective, the business risk of the water utility industry
can be affected by increased customer awareness of conservation.
Moreover, current building standards have mandated the use of fixtures
that must comply with more stringent water use requirements.

Please identify some of the specific water utility risk factors which impact
the Company.

The Company must conform its operations to the requirements of the
SDWA and Enhanced Surface Water Treatment Rule, (“ESWTR”), which
include monitoring and testing, compliance with the lead and copper rule,
regulation of Disinfection/Disinfection By-Products (“DDBP"), and other
contaminants. Attention to security has also moved to the forefront for the
Company. Moreover, high capital intensity is a characteristic typicaly
found in the water utility business. In this regard, IAWC's investment in
net plant is 3.32 times its annual revenue, which is higher than the Water
Group’s figure of 2.97 times. In comparison, the Gas Distribution
Group’s investment in net plant is only 0.74 times its annual revenue.

How have the bond rating agencies viewed the business risks facing water
utilities?

S& P has established a risk-adjusted or matrix approach to the financia

benchmarks used to assess the credit quality of all regulated public
utilities, including water utilities. For some time, S&P has applied a
matrix approach which adjusts its financial benchmarks according to each

company’s business risk profile. That is to say, more lenient criteria are
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applied to companies with lower business risk, whereas more stringent
criteria are applied to companies with higher business risk. In this regard,
S& P has categorized each water utility according to an assessment of its
business risk. This risk evaluation has been expressed by business profile
assignments that are intended to represent a specific level of business risk.
Each regulated firm is assigned to a category on a scale of 1 (strong) to 10
(weak). That is to say, a business profile “1” equates to the lowest
business risk, while business profile “10" equates to the highest business
risk. In assigning abusiness profile, S& P has enumerated the key items it
considers: regulation, markets, operations, competitiveness, and
management.

According to S&P, the business profiles of the water utility
industry range from “2" to “4.” The Water Group’'s average business
profileis“3.” The average business profile of the Gas Distribution Group
isalso “3.” IAWC has not been assigned a business profile by S&P, but in
my opinion it would not be higher than the “3” shown by the Water Group
and Gas Distribution Group.

How is the Company’srisk profile affected by its construction program?

The Company is engaged in a continuing capital expenditure program
necessary to fulfill the needs of its customers and to comply with various
regulations. For the future, the Company expects its capital expenditures,

net of customer advances to be;
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Capital
Expenditures
2002 $ 27,986,560
2003 31,931,818
2004 27,664,380
2005 26,923,195
2006 25,211,286
Tota $139,717,239

Over the next five years, these capital expenditures will represent an
approximate 40% ($139,717,239 + $347,776,000) increase in net utility
plant (less contributions in ad of construction) from the levels at
December 31, 2001. It is noteworthy that the Company’s capital
expenditures for the replacement of its infrastructure, to meet the
requirements of the SDWA, and to implement additional security
measures generally are not revenue producing. As noted previoudly, a fair
rate of return for the Company represents a key to a financial profile that
will provide the Company with the ability to raise the capital necessary to
meet its capital needs on an ongoing basis.

How should the Commission respond to the evolving business
environment facing the Company?

The Company is faced with the requirement to invest in new facilities and
to maintain and upgrade existing facilities in its service territories.
Security issues are aso a significant concern at this time. Where a

substantial ongoing capital investment is required to meet the high quality
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of product and service that customers demand, supportive regulation is
absolutely essential.

1. EUNDAMENTAL RISK ANALYSIS

Is it necessary to conduct a fundamental risk analysis to provide a
framework for a determination of a utility’s cost of equity?

Yes. Itis necessary to establish a company’s relative risk position within
its industry through a fundamental analysis of various quantitative and
gualitative factors that bear upon investors assessment of overall risk.
The qualitative factors which bear upon the Company’s risk have already
been discussed in Section 1. The quantitative risk analysis follows in this
Section I1l. The items that influence investors' evaluation of risk and their
required returns are described in IAWC Exhibit 7.3. For this purpose, |
have compared IAWC to the S& P Public Utilities, an industry-wide proxy
consisting of various regulated businesses, to the Water Group, and to the
Gas Distribution Group.

What are the components of the S& P Public Utilities?

The S& P Public Utilities is a widely recognized index which is comprised
of electric power and natural gas companies. These companies are
identified on page 3 of Schedule 5 of IAWC Exhibit 8.0. | have used this
group as a broad-based measure of all types of utility companies.

What criteria did you employ to assemble your first comparison group?
The Water Group that | employed in this case includes companies that are

engaged in similar business lines to IAWC and have publicly-traded
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common stock. The Water Group companies have the following common

characteristics: (i) they are listed in Edition 9 of The Vaue Line

Investment Survey in the section “Water Utility Industry” (ii) their stock is

publicly-traded, (iii) they have not reduced or omitted their dividend, and
(iv) they are not currently involved in a publicly-announced merger or
acquisition. As explained previoudy, | have excluded AWW from the
Water Group because it has announced plans to be acquired by RWE of
Essen, Germany. It would be inappropriate to include a company that is
being acquired in a proxy group because the stock price of that company
usually disconnects from its underlying fundamentals. | will discuss this
issue in further detail later in my testimony. The Water Group includes
American States Water Co., California Water Service Group, Connecticut
Water Services, Middlesex Water Company, Philadel phia Suburban Corp.,
and SIW Corp. Other water companies, such as Artesian Resources,
Birmingham Limited, Pennichuck Corp., and York Water Co. were not
included in my Water Group because they are not part of the Value Line
publication. In addition, Pennichuck Corp. is presently the target of an
acquisition by Philadelphia Suburban Corporation. Southwest Water
which is included in Vaue Line was eliminated from the Water Group
because of a dividend reduction which is unusual for a water company.
What criteria did you employ to assemble your Gas Distributions Group?
The Gas Didtribution Group that | employed in this case includes

companies that are engaged in the distribution of natural gas and have
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publicly-traded common stock. The Gas Distribution Group companies
have the following common characteristics: (i) they are listed Edition 3 of

in The Vaue Line Investment Survey in the section “Natural Gas

Distribution Industry,” (ii) their stock is publicly-traded, (iii) they have not
reduced or omitted their dividend, (iv) they operate in the central region of
the U.S,, and (v) they are not currently involved in a publicly-announced
merger or acquisition. The Gas Distribution Group includes Atmos
Energy Corporation, Laclede Group, Inc., NICOR, Inc., and Peoples
Energy Corporation.

In the selection of your Gas Distribution Group you have applied a
geographic screening criteria.  Why have you not applied a geographic
screening criteriain the composition of your Water Group?

Unlike the Gas Distribution, a broader definition of the Water Group is
necessary with the objective of assembling a sufficient number of
companies for proxy group purposes. There are a very limited number of
companies from which the Water Group can be assembled. As such, a
geographic screening criteriais not suitable for the water industry because
the overall population of available companies is quite smal. This is
dissmilar to the gas industry whereby geographic screening criteria can be
applied to alarger population of available gas companies.

How do the bond ratings compare for, the Water Group, the Gas

Distribution Group, and the S& P Public Utilities?
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Presently, the corporate credit rating ("CCR") for the Water Group is A+
from S&P and A1 from Moody's. The Gas Distribution Group has similar
credit quality as shown by an A+ rating from S&P and A1l rating from
Moody’s. The CCR is a designation by S&P that focuses upon the credit
quality of the issuer of the debt, rather than upon the debt obligation itself.
The incorporation of “ultimate recovery risk” associated with senior
secured debt led to the “notching” process that now permits separate
ratings on specific debt obligations of each company. For the S& P Public
Utilities, the average composite rating is BBB+ by S&P and Baal by
Moody’s. Many of the financial indicators that | will subsequently discuss
are considered during the rating process.

What factors influence the bond ratings assigned by the credit rating
agencies?

A public utility must have the financial strength to support its credit
standing in order to fulfill its public service responsibilities. The credit
rating agencies consider various qualitative and quantitative factors in
assigning grades of creditworthiness. On June 18, 1999, S& P modified its
benchmark criteria with a focus on the relative business risk of a firm
regardless of its industry-type. These benchmarks replaced former criteria
that were directed toward specific types of utilities. Now, each water
company will be measured against a uniform set of financial benchmarks
applicable to all firms that are assigned to a specific business profile. S&P

has indicated that no rating changes should be expected from the new
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financial targets because they were developed by integrating prior
financial benchmarks and historical industrial medians. The financia

benchmarks for a utility with a*“3” business profile include:

Funds from Funds from

Pre-Tax Operations Operations

Interest Debt Interest to Total
Rating Coverage Leverage Coverage Debt
AA 4.0-3.4x 42.0-47.5% 4.5-3.9x 31.5-26.0%
A 34-2.8 47.553.0 3931 26.0-20.0
BBB 2818 53.0-61.0 3121 20.0-14.0
BB 1.81.1 61.0-67.0 2.1-1.3 14.09.5
B 1.1-0.3 67.0-74.0 1.305 9.54.0

How do the financial data compare for IAWC, the Water Group, Gas
Distribution Group and the S& P Public Utilities?

The broad categories of financial data that | will discuss are shown on
Schedules 2, 3, 4, and 5 of IAWC Exhibit 8.0. The data cover the five-
year period 1997-2001. | will highlight the important categories of
relative risk as follows:

Size. In terms of capitalization, IAWC and the Water Group are
smaller than the average size of the Gas Distribution Group and the S& P
Public Utilities. All other things being equal, a smaller company is riskier
than a larger company because a given change in revenue and expense has
a proportionately greater impact on a smaller firm. As | will demonstrate
later, the size of afirm can impact its cost of equity.

Market Ratios Market-based financial ratios, such as

earnings/price ratios and dividend yields, provide a partial measure of the

investor-required cost of equity. If al other factors are equal, investors
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will require a higher return on equity br companies that exhibit greater
risk, in order to compensate for that risk. That is to say, a firm that
investors perceive to have higher risks will experience a lower price per
share in relation to expected earnings,; a high earnings/price ratio is thus
indicative of greater risk™.

There are no market ratios available for IAWC. The average
earnings/price ratios were lower for the Water Group than for the Gas
Distribution Group. The average earnings/price ratio for the S& P Public
Utilities was higher than that of the Water Group and the Gas Distribution
Group. The five-year average dividend yields were highest for the Gas
Distribution Group, followed by the S&P Public Utilities and the Water
Group. The five-year average market-to-book ratio was highed for the
Water Group, followed by the S&P Public Utilities and the Gas
Distribution Group.

Common Equity Ratio. The level of financia risk is measured by

the proportion of long-term debt and other senior capital that is contained
in a company’s capitalization. Financial risk is also anayzed by
comparing common equity ratios (the complement of the ratio of debt and
other senior capital). That is to say, a firm with a high common equity
ratio has lower financial risk, while a firm with alow common equity ratio

has higher financia risk. The five-year average common equity ratios,

! For example, two otherwise similarly situated firms each reporting $1.00 earnings per share would have
different market prices at varying levels of risk (i.e., the firm with a higher level of risk will have alower
share value, while the firm with alower risk profile will have a higher share value).
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based on permanent capital, were 48.5% for IAWC, 50.8% for the Water
Group, 55.4% for the Gas Distribution Group, and 40.6% for the S&P
Public Utilities.

Return on Book Equity. Greater variability (i.e., uncertainty) of a

firm's earned returns signifies relative levels of risk, as shown by the
coefficient of variation (standard deviation , mean) of the rate of return on
book common equity. The higher the coefficients of variation, the greater
degree of variability. For the five-year period, the coefficients of variation

were 0.128 (1.6% , 12.5%) for IAWC, 0.072 (0.8% , 11.1%) for the

Water Group, 0.175 (2.1% , 12.0%) for the Gas Distribution Group, and
0.162 (1.9% , 11.7%) for the S& P Public Utilities. The relative earnings
variability reveals higher risk for the Gas Distribution Group and the S& P
Public Utilities, followed by IAWC, and finally the Water Group.

Operating Ratios | have also compared operating ratios (the

percentage of revenues consumed by operating expense, depreciation and
taxes other than income).? The five-year average operating ratios were
67.4% for IAWC, 71.0% for the Water Group, 89.3% for the Gas
Distribution Group and 83.5% for the S& P Public Utilities.

Coverage. The level of fixed charge coverage (i.e., the multiple by
which available earnings cover fixed charges, such as interest expense)

provides an indication of the earnings protection for creditors. Higher

2 The complement of the operating ratio is the operating margin which provides a measure of profitability.
The higher the operating ratio, the lower the operating margin.
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levels of coverage, and hence earnings protection for fixed charges, are
usually associated with superior grades of creditworthiness. The five-year
average interest coverage (excluding AFUDC) was 3.32 times for IAWC,
3.47 times for the Water Group, 3.51 times for the Gas Distribution Group
and 2.93 times for the S& P Public Utilities. This comparison shows that
IAWC had somewhat weaker creditor support than the Water Group and
the Gas Distribution Group where coverages were higher.

Quality of Earnings. Measures of earnings quality uswally are

reveded by the percentage of Allowance for Funds Used During
Construction (“AFUDC”) related to income available for common equity,
the effective income tax rate, and other cost deferrals. These measures of
earnings quality usudly influence a firm's internally generated funds
because poor quality of earnings would not generate high levels of cash
flow. Typicaly, quality of earnings has not been a significant concern for
IAWC, the Water Group, the Gas Distribution Group, and the S& P Public
Utilities.

Internally Generated Funds. Internally generated funds (“1GF”)

provide an important source of new investment capital for a utility and
represent a key measure of financia strength. Historically, the five-year
average percentage of internally gererated funds (“IGF’) to capital
expenditures was 47.0% for IAWC, 53.2% for the Water Group, 89.4%

for the Gas Distribution Group, and 106.7% for the S& P Public Utilities.
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The IGF percentage for IAWC and the Water Group were inferior to the
Gas Distribution Group and the S& P Public Utilities.

Betas The financia data that | have been discussing relate
primarily to company-specific risks. Market risk for firms with publicly-
traded stock is measured by beta coefficients, which attempt to identify
systematic risk, i.e., the risk associated with changes in the overall market
for common equities. A comparison of market risk is shown by the Value
Line betas provided on page 2 of Schedule 3 of IAWC Exhibit 8.0 -- .55
as the average for the Water Group, page 2 of Schedule 4 of IAWC
Exhibit 8.0 -- .59 as the average for the Gas Distribution Group, and page
3 of Schedule 5 of IAWC Exhibit 8.0 -- .64 as the average for the S&P
Public Utilities. Keeping in mind that the utility industry has changed
dramatically during the past five years, the systematic risk percentage is
86% (.55 , .64) for the Water Group and 92% (.59 , .64) for the Gas
Distribution Group as compared with the S& P Public Utilities average
beta
Please summarize your risk evaluation of IAWC, the Water Group, and
the Gas Distribution Group.

The risk of IAWC parallels that of the Water Group in certain respects.
For example, the Company’s size and operating ratios show fairly similar
risk traits for IAWC as for the Water Group. However, in severa
important aspects, principaly related to its more variable earned returns,

its weaker interest coverage, lower IGF to construction, and higher capital
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intensity shows that the Company’s risk is higher than that of the Water
Group. As such, the cost of equity for the Water Group would only
partially compensate for the Company’s higher risk. Therefore, the Water
Group provides a conservative basis for measuring the Company’s cost of
equity.

For the Gas Distribution Group, the risk measures show lower
financial risk than for IAWC (i.e., higher common equity ratio for the Gas
Distribution Group), yet their betas show higher systematic risk than the
Water Group. The earnings variability is higher for the Gas Distribution
Group than for IAWC and the Water Group. The Gas Distribution Group
also has stronger IGF to capital expenditures and represents larger
companies.

For the future, the risk of the water industry will be strongly
influenced by the regulatory requirements associated with the SDWA, the
need to maintain adequate supply, the need to provide increased security
of the water supply, high capital intensity, a low rate of capital recovery,
and relatively low percentages of IGF to construction. In the areas of
capital intensity and financial risk, IAWC exhibits higher risk as compared
to the Gas Distribution Group. In some respects, the risk of the Gas
Distribution Group reveals characteristics similar to the water business, as

shown by similar business profiles.
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V. COST OF EQUITY —GENERAL APPROACH

Please describe the process you employed to determine the cost of equity
for IAWC.

Although my fundamental financia analysis provides the required
framework to establish the risk relationships among IAWC, the Water
Group, the Gas Distribution Group, and the S& P Public Utilities, the cost
of equity must be measured by standard financial models that | describe in
IAWC Exhibit 7.4. Differences in risk traits, such as size, business
diversification, geographical diversity, regulatory policy, financia
leverage, and bond ratings must be considered when analyzing the cost of
equity. It isalso important to reiterate that no one method or model of the
cost of equity can be applied in an isolated manner. Rather, informed
judgment must be used to take into consideration the relative risk traits of
the firm. It is for this reason that | have used more than one method to
measure the Company’s cost of equity. As noted in IAWC Exhibit 7.4
and elsewhere in my direct testimony, each of the methods used to
measure the cost of equity contains certain incomplete and/or overly
restrictive assumptions and constraints that are not optimal. Therefore, |
favor considering the results from all methods that | used. In thisregard, |
have applied each of the methods with data taken from the Water Group
and the Gas Distribution Group and have arrived at a cost of equity of

11.0% for IAWC prior to the adjustment for flotation costs.
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V. DISCOUNTED CASH FLOW ANALYSIS

Please describe your use of the Discounted Cash Flow approach to
determine the cost of equity.

The details of my use of the DCF approach and the calculations and
evidence in support of my conclusions are set forth in IAWC Exhibit 7.5.
| will summarize them here. The Discounted Cash Flow (“DCF") model
seeks to explain the value of an asset as the present value of future
expected cash flows discounted at the appropriate risk-adjusted rate of
return. Initssimplest form, the DCF return on common stocks consists of
a current cash (dividend) yield and future price appreciation (growth) of
the investment. The cost of equity based on a combination of these two
components represents the total return that investors can expect with
regard to an equity investment.

Among other limitations of the model, there is a certain element of
circularity in the DCF method when applied in rate cases. Thisis because
investors expectations for the future depend upon regulatory decisions.
In turn, when regulators depend upon the DCF model to set the cost of
equity, they rely upon investor expectations which include an assessment
of how regulators will decide rate cases. Due to the circularity, the DCF
model may not fully reflect the true risk of a regulated firm.

As | describe in IAWC Exhibit 7.5, the DCF approach has other
limitations that diminish its usefulness in the ratesetting process when

stock prices diverge significantly from book values. When stock prices
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diverge from book values by a significant margin, the DCF method will
lead to a misspecified cost of equity. If regulators rely upon the results of
the DCF (which are based on the market price of the stock of the
companies analyzed) and apply those results to a net original cost (book
value) rate base, the resulting earnings will not produce the level of
required return specified by the model when market prices vary from book
value. This is to say, such distortions tend to produce DCF results that
understate the cost of equity to the regulated firm when using a book value
rate base. As | will explain later in my testimony, in at least one respect,
the DCF model should be modified to account for differences in financial
leverage when market prices and book values diverge.

Are there any other factors that make the results of the DCF model
problematic in measuring the cost of equity for water utilities?

The results of the DCF model are especially troublesome at this time due
to the merger and acquisition (“M&A™) activity presently sweeping the
water utility industry. Water companies tave become acquisition targets
of foreign utilities, domestic energy companies, and other water utilities
that are in the process of “rolling-up” the industry. It has been reported
that there are approximately 55,000 separate investor-owned and
municipal water utility systems in the U.S. There are numerous examples
of water utility acquisitions within recent memory. American Water
Works completed the $700 million acquisition of National Enterprises,

Inc. and has acquired the water and wastewater utility assets of Citizens
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Communications.  Philadelphia Suburban Corporation completed the
major acquisition of Consumers Water Company and proposes to acquire
Pennichuck Corporation. Domestic energy companies have also become
interested in the water utility business, as exemplified by Allete's
extensive water utility holdings in Florida and North Carolina and DQE’s
water utility acquisitions through its AquaSource operations. Both Allete
and DQE are assessing their commitment to the water business, and Allete
is actively pursuing the sale of its Florida water properties. DQE agreed to
sell its AquaSource assets to Philadelphia Suburban Corporation.
Indianapolis Water Company was sold by NiSource pursuant to its
acquisition of Columbia Energy Group. Yorkshire Water purchased
Aquarion; Suez Lyonnaise des Eaux purchased all of the remaining shares
of United Water Resources that it did not already own; and Thames Water
purchased E' Town Corporation. As | indicated previously, AWW will be
acquired by the German utility RWE.

These acquisitions were accomplished at premiums offered to
induce stockholders to sell their shares — the Aquarion acquisition was at a
19.3% premium, the UWR acquisition was at a 54% premium, and the
E'Town Corp. acquisition was at a 36% premium. The pending
acquisition of American Water Works by RWE includes a 36.5% premium
over AWW'’s average stock price over the 30 days prior to the offer.
These premiums create a ripple effect on the stock prices of all water

utilities, just like a rising tide lifts all boats. Due to M&A activity, there
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has been a significant run-up of the stock prices for the water companies.
With these elevated stock prices, dividend yields fall, and without some
adjustment to the growth component of the DCF modd, the results
become unduly depressed by reference to aternative investment
opportunities — such as public utility bonds. There are three remedies
available to deal with these potentially anomalous DCF results. (i) an
adjustment to the DCF model to reflect the divergence of stock price and
book value, (ii) the use of a growth component in the DCF model which is
at the high end of the range, and (iii) supplementing the DCF results with
other measures of the cost of equity.

Please explain the dividend yield component of a DCF analysis.

The DCF methodology requires the use of an expected dividend yield to
establish the investor-required cost of equity. For the twelve months
ended June 2002, the monthly dividend yields of the Water Group and the
Gas Distribution Group are shown graphically on Schedule 6 of IAWC
Exhibit 8.0. The monthly dividend yields shown on Schedule 6 of IAWC
Exhibit 8.0 reflect an adjustment to the monthend prices to reflect the
build up of the dividend in the price that has occurred since the last ex-
dividend date (i.e., the date by which a shareholder must own the shares to
be entitled to the dividend payment -- usually about two to three weeks
prior to the actual payment). An explanation of this adjustment is

provided in IAWC Exhibit 7.5.
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For the twelve months ending June 2002, the average dividend
yield was 3.37% for the Water Group and 5.23% for the Gas Distribution
Group based upon a calculation using annualized dividend payments and
adjusted month-end stock prices. The dividend yields for the more recent
six- and three- month periods were 3.37% and 3.34% for the Water Group,
respectively, and 5.14% and 5.02% for the Gas Distribution Group,
respectively. | have used, for the purpose of my direct testimony, a
dividend yield of 3.37% for the Water Group and 5.14% for the Gas
Distribution Group which represents the six- month average yield. The use
of a six-month dividend yield will reflect current capital costs while
avoiding spot yields.

For the purpose of a DCF calculation, the average dividend yields
must be adjusted to reflect the prospective nature of the dividend
paymentsi.e., the higher expected dividends for the future. Recall that the
DCF is an expectational model that must reflect investor anticipated cash
flows. | have adjusted the six-month average dividend yields in three
different but generally accepted manners, and used the average of the three
as caculated in IAWC Exhibit 7.5. Those adjusted dividend yields are
3.47% for the Water Group and 5.31% for the Gas Distribution Group.
What investor-expected growth rate is appropriate in a DCF calculation?
Historical performance and analysts' forecasts support my opinion of the
growth expected by investors. Although some DCF devotees would

advocate that mathematical precision should be followed when selecting a
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growth rate (i.e.,, precise input variables often considered within the
confines of retention growth), the fact is that investors, when establishing
the market prices for a firm, do not behave in the same manner assumed
by the constant growth rate model using accounting values. Rather,
investors consider both company-specific variables and overall market
sentiment (i.e., level of inflation rates, interest rates, economic conditions,
etc.) when balancing their capital gains expectations with their dividend
yield requirements. | follow an approach that is not rigidly formatted
because investors are not influenced solely by a single set of company-
specific variables weighted in a formulaic manner. Therefore, in my
opinion, all relevant growth rate indicators using a variety of techniques
must be evaluated.

What data have you considered in your growth rate analysis?

For the reasons discussed below, primary emphasis has been given to
forecasted growth rates. The bar graph provided on pages 1 and 2 of
Schedule 7 of IAWC Exhibit 8.0 shows the historica growth rates in
earnings per share, dividends per share, book value per share, and cash
flow per share for the Water Group and Gas Distribution Group,
respectively. The historical growth rates were taken from the Vaue Line
publication which provides historical data. As shown on pages 1 and 2 of
Schedule 7 of IAWC Exhibit 8.0, the historical earnings per share growth
was in the range of 3.60% to 3.33% for the Water Group, and 1.88% to

2.00% for the Gas Distribution Group. The historica growth rates in
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earnings per share contain some instances of negative vaues for some
individual companies. Obviously, negative growth rates provide no
reliable guide to gauge investor expected growth for the future. Investor
expectations always encompass long-term positive growth rates and, as
such, could not be represented by sustainable negative rates of change.
Therefore, statistics that include negative growth rates should not be given
any weight when formulating a composite investors growth expectation
for the future. The prospect of rate increases granted by regulators, the
continued obligation to provide service as required by customers, and the
ongoing growth of customers mandate investor expectations of positive
future growth rates. Stated simply there is no reason for investors to
expect that a utility will wind up its business and distribute its common
equity capital to shareholders, which would be symptomatic of a long
term permanent earnings decline. Although investors have knowledge that
negative growth and losses can occur, their expectations always include
positive growth. Because, in the long run, investors will aways expect
positive growth, negative historic values will not provide a reasonable
representation of future growth expectations. Rational investors always
expect positive returns, otherwise they will hold cash rather than invest
with the expectation of aloss.

Pages 1 and 2 of Schedule 8 of IAWC Exhibit 8.0 provide
projected earnings per share growth rates taken from analysts' forecasts

compiled by IBES, Zacks, First Call, and Market Guide and from the
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Value Line publication. The IBES, Zacks, First Call, and Market Guide
forecasts are limited to earnings per share growth, while Vaue Line makes
projections of other financia variables. The Vaue Line forecasts of
dividends per share, book value per share, and cash flow per share have
also been included on pages 1 and 2 of Schedule 8 of IAWC Exhibit 8.0
for the Water Group and the Gas Distribution Group.

As to the five-year forecast growth rates, page 1 of Schedule 8 of
IAWC Exhibit 8.0 indicates that the projected earnings per share growth
rates for the Water Group are 5.20% by IBES, 5.50% by Zacks, 5.40% by
First Call, 4.82% by Market Guide, and 7.25% by Value Line. For the
Gas Distribution Group, the projected earnings per share growth rates are
5.50%, 6.10%, 5.00%, 5.66% and 7.75% by these services, respectively.
Dividends per shere growth rates are forecast by Vaue Line to be lower.
The Value Line projections indicate that earnings per share will grow
prospectively at a more rapid rate (i.e., 7.25% in the case of the Water
Group and 7.75% in the case of the Gas Distribution Group) than the
respective dividends per share growth rates (i.e., 2.83% and 2.75% for
these groups), which indicate a declining dividend payout ratio for the
future. As indicated earlier, and in IAWC Exhibit 7.5, with the constant
price-earnings multiple assumption of the DCF model, growth for these
companies will occur at the higher earnings per share growth rate, thus

producing the capital gains yield expected by investors.
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Does an investment horizon, such as five years, invdidate the use of the
DCF modd?

No. In fact, it illustrates that the infinite form of the model contains an
unrealistic assumption. Rather than viewing the DCF in the context of an
endless stream of growing dividends (e.g., a century of cash flows), the
growth in the share value (i.e., capital appreciation, or capital gains yield)
is most relevant to investors' total return expectations. Hence, the sale
price of a stock can be viewed as a liquidating dividend which can be
discounted along with the annual dividend receipts during the investment-
holding period to arrive at the investor expected return. The growth in the
price per share will equal the growth in earnings per share absent any
change in price-earnings (P-E) multiple -- a necessary assumption of the
DCF. Assuch, my DCF anaysis, which relies principally upon five-year
forecasts of earnings per share growth, conforms to the type of analysis
that influences the total return expectation of investors.

Are there unusua factors that have an impact on investors growth
expectations for the water utility companies?

Yes. The M&A activity described earlier has a significant impact on
investor expected growth, as reflected in the prices of the water utility
stocks. As a consequence, there has been the runrup in stock prices
related to M&A expectations, either announced or anticipated. This price
action has fundamentally changed the investment horizon associated with

investors growth expectations for the water utilities. Investment horizons
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have shortened considerably in the context of prices offered in the
proposed M&A transactions. When a company is the target of an
acquisition, a more defined number of cash flows are reflected in the stock
price with particular emphasis being placed on the acquisition price (i.e.,
the liquidating dividend) of the stock. That isto say, today's stock priceis
the product primarily of the buy-out price of the stock. As such, the long-
term horizon of future dividend payments ceases to be the focus of
investors.  Rather, the acquisition price becomes the paramount
consideration in the current stock price because the future value of the
stock is established by reference to the purchase price along with dividend
payments that occur up to the time the company is acquired and its gock
no longer trades.

In addition, it is important to recognize that once an offer has been
made and accepted by the target company, its stock begins to trade on the
basis of the premium being offered by the acquiring company. That
premium is offered in order to obtain control of the target company and to
induce existing stockholders to participate in the sale of its shares. At that
point, the stock price disconnects from the earnings forecasts made by
securities analysts when the target company operated independently.
After the combination occurs in the merger/acquisition, the surviving
company will be able to attain increased shareholder value through
economics of scope and scale that increase productivity and profitability to

the point where earnings growth will exceed that which was attainable by
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the pre-merger company. Synergies, such as those mentioned above, are
the reasons that acquiring companies can offer premiums over pre-
announcement stock prices and still anticipate that the acquisition will be
accretive to earnings and add shareholder value. Otherwise, acquisitions
a premiums would not be economically feasible. ~ While the
circumstances described above apply directly to target companies that
have agreed to be acquired, similar expectations are reflected in the stock
prices of other water utilities that represent potential candidates for
acquisition. That isto say, the stock prices of many water utilities include
some expectation that they may become the target of atakeover during the
consolidation of the water utility industry.

What conclusion have you drawn from these data?

Although ideally historical and projected earnings per share and dividends
per share growth indicators would be used to provide an assessment of
investor growth expectations for a firm, the circumstances of the Water
Group and the Gas Distribution Group mandate that the greatest emphasis
be placed upon projected earnings per share growth. The massive
restructuring of the utility industries suggests that historical evidence does
not represent a complete measure of growth for these companies. Rather,
projections of future earnings growth provide the principa focus of
investor expectations. In this regard, it is worthwhile to note that
Professor Myron Gordon, the foremost proponent of the DCF modd in

rate cases, established that the best measure of growth in the DCF model is
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forecasts of earnings per share growth.® Hence, to follow Professor
Gordon’ s findings, projections of earnings per share growth, such as those
published by IBES, Zacks, First Cal, Market Guide, and Vaue Line,
represent a reasonable assessment of investor expectations.

While | have employed IBES as one measure of investor expected
growth, there is no reason to limit the analysts forecasts to the IBES
source alone. It is appropriate to consider all forecasts of earnings growth
rates that are available to investors. In this regard, | have considered the
forecasts from Zacks, First Call, Market Guide and Vaue Line. The
Zacks, First Call, and Market Guide growth rates are consensus forecasts
taken from a survey of anaysts that make projections of growth for these
companies. The Zacks, First Cal, and Market Guide estimates are

obtained from the Internet and are widely available to investors free-of-

charge. First Cal is quoted frequently in The Wall Street Journal and

Barron’s The Dow Jones Business and Financial Weekly when reporting

on earnings forecasts. The Value Line forecasts are also widely available
to investors and can be obtained by subscription or free-of-charge at most
public and collegiate libraries. For the Water Group, the forecasts of
earnings per share data as shown on page 1 of Schedule 8 of IAWC
Exhibit 8.0 support my opinion that a prospective growth rate of 5.75%

represents a reasonable expectation. For the Gas Distribution Group, a

3 "Choice Among Methods of Estimating Share Yield," The Journal of Portfolio Management, spring 1989
by Gordon, Gordon & Gould.
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6.00% growth rate is indicated. While the DCF growth rates cannot be
established solely with a mathematical formulation, they are within the
array of earnings per share growth rates shown by the analysts' forecasts.
As previoudly indicated, the restructuring and consolidation now taking
place in the utility industry will provide additional opportunities (both
regulated and non-regulated) as the utility industry successfully adapts to
the new business environment. Changes in fundamentals that will
enhance the growth prospects for the future will undoubtedly develop
beyond the next five years typically considered in the analysts' forecasts.
Moreover, expectations concerning merger and acquisition (“M&A™)
activities also impact stock prices. M&A premiums have the effect of
raising prices, and therefore reducing observed dividend yields, without
necessarily showing up in higher long-term growth rate forecasts. In that
case, the traditional DCF calculation would understate the required cost of
equity.

Are there additional factors that must be considered in developing the rate
of return on common equity when using the DCF model?

Yes. As noted previoudly, and as demonstrated in IAWC Exhibit 7.5, the
divergence of stock prices from book values creates a conflict within the
DCF model when the results of a market-derived cost of equity are applied
to the common equity account measured at book value in the ratesetting
context. This is the situation today where the market price of stock

exceeds its book value for most companies. This divergence of price and
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book vaue aso creates a financial risk difference, whereby the
capitalization of a utility measured at its market value contains relatively
less debt and more equity than the capitalization measured at its book
value. It isawell-accepted fact of financia theory that arelatively higher
proportion of equity in the capitalization has less financial risk than
another capital structure more heavily weighted with debt. This is the
situation for the Water Group and the Gas Distribution Group where the
market value of their capitalization contains far more equity than is shown
by the book capitalization. The following comparison demonstrates this
situation where the market capitalization is developed by taking the “Fair
Value of Financial Instruments’ (Disclosures about Far Vaue of
Financial Instruments -- Statements of Financial Accounting Standards
(“FAS’) No. 107) as shown in the annual reports for these companies and
the market value of the common equity using the price of stock. The
comparison of capital structure ratiosis:

Capitalization at Market Value Capitalization at Carrying Amounts

Gas Gas
Distribution Water Distribution
Water Group Group RTO Group Group
Debt 31.56% 33.93% 50.36% 46.70%
Preferred Stock 0.46 0.11 0.74 0.20
Common Equity 67.98 65.96 48.90 53.10
Total 100.00% 100.00% 100.00% 100.00%

With regard to the capital structure ratios represented by the book
value shown above, there are some variances with the ratios shown on
Schedules 3 and 4 of IAWC Exhibit 8.0. These variances arise from the

use of balance sheet values in computing the capital structure ratios shown
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on Schedules 3 and 4 of IAWC Exhibit 8.0 and the use of the Carrying
Amounts of the Financial Instruments reported according to FAS 107 (the
Carrying Amounts prescribed by FAS 107 were used in the table shown
above to be comparable to the market value amounts used in the
calculations).

What are the implications of the capital structure ratios measured with the
market value of the securities as compared to the book value of the
capitaization?

The capital structure ratios measured at their book values show more
financial leverage, and hence higher risk, than the capitalization measured
at their market values. This means that a market derived cost of equity,
using models such as DCF and CAPM, reflects a level of financial risk
that is different from that shown by the book capitalization. Hence, it is
necessary to adjust the market-determined cost of equity upward to reflect
the higher financial risk related to the book \elue capitalization used for
ratesetting purposes. Failure to make this modification would result in a
mismatch of the lower financial risk related to market value used to
measure the cost of equity and the higher financia risk of the book value
capital structure used in the ratesetting process. That is to say, the cost of
equity for the Water Group that is related to the 48.90% common equity
ratio using book value has higher financia risk than the 67.98% common
equity ratio using market values. Likewise, there is higher financial risk

associated with the 53.10% common equity ratio using book value than
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the 65.96% common equity ratio measured at its market value for the Gas
Distribution Group. Because the ratesetting process utilizes the book
value capitalization, an adjustment should be made to the market-
determined cost of equity upward for the higher financial risk related to
the book value of the capitalization.

How is the DCF-determined cost of equity adjusted for the financial risk
associated with the book value of the capitalization?

In pioneering work, Nobel laureates Modigliani and Miller developed
several theories about the role of leverage in a firm’s capital structure.* As
part of that work, Modigliani and Miller established that as the borrowing
of a firm increases, the expected return on stockholders equity aso
increases. This principle is incorporated into my leverage adjustment
which recognizes that the expected return on equity increases to reflect the
increased risk associated with the higher financial leverage shown by the
book value capital structure, as compared to the market value capital
structure that contains lower financial risk. Modigliani and Miller
proposed several approaches to quantify the equity return associated with
various degrees of debt leverage in a firm's capital structure. These
formulas point toward an increase in the equity return associated with the

higher financial risk of the book value capital structure.

* Modigliani, F. and Miller, M.H. “The Cost of Capital, Corporation Finance, and the Theory of
Investments.” American Economic Review, June 1958, 261-297.

Modigliani, F. and Miller, M. H. “ Taxes and the Cost of Capital: A Correction.” American Economic
Review, June 1963, 433-443.
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40. Q. How can the Modigliani and Miller theory be applied to calculate the rate
of return on book common equity using the market-derived cost of equity
as astarting point?

A. It is necessary to first calculate the cost of equity for a firm without any
leverage. The cost of equity for an unleveraged firm using the capital
structure ratios calculated with the market valuesis:

ku = ke - (((ku - i) 1) D/E) - (ku - d) P/E

Water Group

8.83% = 9.229 - (((8.83%- 7.58%) .65) 31.56%/67.98%) - (8.83% - 7.31%) 0.46%/67.98%

Gas Distribution Group

10.37% = 11.31% - (((10.37% - 7.58%) .65) 33.93%/65.96%) - (10.37% - 7.31%) 0.11%/65.96%

where ku = cost of equity for an al-equity firm, ke = market determined
cost of equity, i = cost of debt®, d = dividend rate on preferred stock®, D =
debt ratio, P = preferred stock ratio, and E = common equity ratio. The
formula shown above indicates that the cost of equity for a firm with
100% equity is 8.85% using the market value of the Water Group
capitalization and 10.39% using the Gas Distribution Group’s data.

Having determined the cost of equity for a firm with 100% equity,
| then calculated the rate of return on common equity using the book value

capital structure. This provides:

® The cost of debt isthe six-month average yield on Moody’s A rated public utility bonds.

® The cost of preferred is the six-month average yield on Moody's“A” rated preferred stock.
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ke = ku + (((ku - i) 14) DE) + (ku - d) P/E
Water Group

9.68% = 8.83% + (((8.83% - 7.58%) .65) 50.36%/48.90%) + (8.83% - 7.31%) 0.74%/48.90%

Gas Distribution Group

11.97% = 10.37% + (((10.37% - 7.58%) .65) 46.70%/53.10%) + (10.37% - 7.31%) 0.20%/53.10%

Hence the Modigliani and Miller theory shows that the cost of
equity for the Water Group increases by 0.46% (9.68% - 9.22%) when the
common equity ratio declines from 67.98% using the market value of
equity to 48.90% using the book value of equity. For the Gas Distribution
Group, the change is 0.66% (11.97% - 11.31%). The Pennsylvania Public
Utility Commission has recognized this adjustment in the magnitude of 60
basis points in its rate case decison dated January 10, 2002 for
Pennsylvania-American Water Company at Docket No. R-00016339.
Therefore, my leverage adjustment to account for the difference between
the market value and book value capital structure is 0.46% in the case of
the Water Group and 0.66% in the case of the Gas Distribution Group.
Please provide the DCF return based upon your preceding discussion of
dividend yield, growth, and leverage.

As previousy explained, | utilized a six-month average dividend yield
(“D1/Po") adjusted in a forward-looking manner for my DCF calculation.
This dividend yield is used in conjunction with the growth rate (“g”)
previously developed. The DCF aso includes the leverage modification

(“lev.”) to recognize that the book value equity ratio is used in the
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ratesetting process rather than the market value equity ratio related to the
price of stock. The resulting DCF cost rates are:

Di/Py + g + lev. = k

Water Group 347% + 5.75% + 0.46% 9.68%

Gas Distribution Group 531% + 6.00% + 0.66%

11.97%
The DCF results shown above provide the rate of return on common
equity when stated in terms of the book value capital structure. | should
reiterate that the ssimplified (i.e., Gordon) form of the DCF model contains
a constant growth assumption. In addition, the DCF cost rate provides an
explanation of the rate of return on common stock market prices without
regard to the prospect of a change in the price-earnings multiple. An
assumption that there will be no change in the price-earnings multiple is
not supported by the realities of the equity market because price-earnings
multiples do not remain constant.

VI. RISK PREMIUM ANALYSIS

Please describe your use of the Risk Premium approach to determine the
cost of equity.

The details of my use of the Risk Premium approach and the evidence in
support of my conclusions are set forth in IAWC Exhibit 7.7. 1 will
summarize them here. With this method, the cost of equity capital is
determined by corporate bond yields plus a premium to account for the

fact that common equity is exposed to greater investment risk than debt

capital.



999

1000

1001

1002

1003

1004

1005

1006

1007

1008

1009

1010

1011

1012

1013

1014

1015

1016

1017

1018

1019

1020

1021

43.

IAWC Exhibit 7.0
Page 45 of 59

What long-term public utility debt cost rate did you use in your risk
premium analysis?

In my opinion, a 7.25% vyield represents a reasonable estimate of a
prospective long-term debt cost rate for an Arated public utility bonds.
As | will subsequently show, the Moody’'s index and the Blue Chip
forecasts support this figure.

The historical yields for long-term public utility debt are shown
graphically on page 1 of Schedule 9 of IAWC Exhibit 8.0. For the twelve
months ended June 2002, the average monthly yield on Moody’s A rated
index of public utility bonds was 7.64%. For the six and three-month
periods ending June 2002, the yields were 7.58% and 7.50%, respectively.

| have determined the forecast yields on A rated public utility debt

by using the Blue Chip Financial Forecasts (“Blue Chip”) along with the

spread in the yields that | describe in IAWC Exhibit 7.6. The Blue Chip

Financial Forecasts is published monthly and contains consensus forecasts

of a variety of interest rates compiled from a panel of 45 banking,
brokerage, and investment advisory services. In early 1999, Blue Chip
stopped publishing forecasts of yields on A rated public utility bonds
because the Fed deleted these yields from its Statistical Release H.15. To
independently project a forecast of the yields on A rated public utility
bonds, | have conbined the forecast yields on thirty-year Treasury bonds
published on July 1, 2002 and the yield spread of 1.75% that | describe in

IAWC Exhibit 7.6. These spreads can be traced to a general aversion to
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risk, as well as the perceived scarcity of long-term treasury obligations due
to a shrinking supply of the issues. For comparative purposes, | have aso

shown the Blue Chip Financial Forecasts of Aaa rated and Baa rated

corporate bonds. These forecasts are:

Blue Chip Financial forecasts
Corporate bonds Long-Term A-rated Utility

Quarter Aaarated Baarated Average Spread Yied
2nd Qtr. 2002  6.7% 7.9% 5.6% 1.75% 7.35%
3rd Qtr. 2002 6.8 8.0 58 175 755
4th Qtr. 2002 7.0 8.1 5.9 175 765
1st Qtr. 2003 7.1 8.2 6.0 175 775
2nd Qtr. 2003 7.2 8.2 6.1 175 785
3rd Qtr. 2003 7.3 8.3 6.2 175 7.9

Given these forecasts and the historical long-term interest rates, a 7.25%
yield on A rated public utility bonds represents a reasonable expectation
given the recent decline in the yield on Treasury and corporate bonds.
What equity risk premium have you determined for public utilities?
IAWC Exhibit 7.7 provides a discussion of the financial returns that |
relied upon to develop the appropriate equity risk premium for the S& P
Public Utilities. It should be recognized that the S& P Public Utility index
is a subset of the overall S&P 500 Composite index. The S&P Public
Utility index is intended to represent firms engaged in regulated activities
and today is comprised of electric companies and gas companies. With
the equity risk premiums developed for the S& P Public Utilities as a base,
| derived the equity risk premium for the Water Group and the Gas
Distribution Group. The S&P Public Utility index contains companies

that are more closely aligned with these groups than some broader market
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indexes, such as the S&P 500 Composite index. Use of the S&P Public
Utility index reduces the role of subjective judgment in establishing the
risk premium for public utilities.

What equity risk premium for the S&P Public Utilities have you
determined for this case?

To develop an appropriate risk premium, | analyzed the results for the
S& P Public Utilities by averaging (i) the midpoint of the range shown by
the geometric mean and median and (ii) the arithmetic mean. This
procedure has been employed to provide a comprehensive way of
measuring the central tendency of the historical returns. As shown by the
values indicated on page 2 of Schedule 10 of IAWC Exhibit 8.0, the
indicated risk premiums for the various time periods analyzed are 5.16%
(1928-2001), 5.96% (1952-2001), 5.24% (1974-2001), and 5.39% (1979-
2001). The selection of the shorter periods taken from the entire historical
series is designed to provide a risk premium that conforms more nearly to
present investment fundamentals and removes some of the more distant
data from the analysis.

Do you have further support for the selection of the time periods used in
your equity risk premium determination?

Yes. First, the termina year of my analysis presented in Schedule 10 of
IAWC Exhibit 8.0 represents the most recent calendar year of data which
is available at the time this testimony was prepared. Hence, al historical

periods include data through 2001. Second, the selection of the initial year
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of each period was based upon the events that | described in IAWC
Exhibit 7.7. These events were fixed in history and cannot be manipulated
as later financial data becomes available. That is to say, using the
Treasury-Federal Reserve Accord as a defining event, the year 1952 is
fixed as the beginning point for the measurement period regardless of the
financial results that subsequently occurred. As such, additional data is
merely added to the earlier results when it becomes available, clearly
showing that the periods chosen were not driven by the desired results of
the study.

What conclusions have you drawn from these data?

Using the summary values provided on page 2 of Schedule 10 of IAWC
Exhibit 8.0, the 1928-2001 period provides the lowest indicated risk
premium, while the 1952-2001 period provides the highest risk premium
for the S& P Public Utilities. Within these bounds, a common equity risk

premium of 532% (5.24% + 5.39% = 10.63% , 2) is shown from data

covering the periods 1974-2001 and 1979-2001. Therefore, 5.32%
represents a reasonable risk premium for the S& P Public Utilities in this
case.

As noted earlier in my fundamenta risk analysis, differencesin
risk characteristics must be taken into account when applying the results
for the S&P Public Utilities to the Water Group and Gas Distribution

Group. | previoudy enumerated various differences in fundamenta

among IAWC, the Water Group, the Gas Distribution Group and the S& P
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Public Utilities, including size, market ratios, common equity ratio, return
on book equity, operating ratios, coverage, quality of earnings, internally
generated funds, and betas. In my opinion, these differences indicate that
4.75% represents a reasonable common equity risk premium for the Water
Group and 5.00% represents a reasonable common equity risk premium
for the Gas Distribution Group. This represents approximately 88%
(4.75% , 5.32% = 0.83) of the risk premium of the S& P Public Utilities
and is reflective of the risk of the Water Group compared with that of the
S& P Public Utilities. For the Gas Distribution Group, the common equity
risk premium is 94% (5.00% , 5.32% = 0.94) of that of the S& P Public
Utilities.

What common equity cost rate would be appropriate using this equity risk
premium and the yield on long-term public utility debt?

The cost of equity (i.e., k") is represented by the sum of the prospective
yield for longterm public utility debt (i.e, “i”) and the equity risk

premium (i.e., ‘RP”). The Risk Premium approach provides a cost of

equity of:
[ + RP = Kk
Water Group 7.25% + 4.75% = 12.00%
Gas Didtribution Group 7.25% + 5.00% = 12.25%

VIlI. CAPITAL ASSET PRICING MODEL

How have you used the Capital Asset Pricing Model to measure the cost

of equity in this case?
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| have used the Capital Asset Pricing Model (“CAPM”) in addition to my
other methods. As with other models of the cost of equity, the CAPM
contains a variety of assumptions, as | discuss in IAWC Exhibit 7.8.
Therefore, this method should be used with other methods to measure the
cost of equity as each will complement the other and will provide a result
that will aleviate the unavoidable shortcomings found in each method.
What are the features of the CAPM as you have used it?

The CAPM uses a yield on a risk-free interest bearing obligation plus a
return representing a premium that is proportional to the systematic risk of
an investment. The details of my use of the CAPM and evidence in
support of my conclusions are set forth in IAWC Exhibit 7.8. To compute
the cost of equity with the CAPM, three components are necessary: arisk-
free rate of return (“Rf”), the beta measure of systematic risk (“3"), and the
market risk premium (“Rm — Rf”) derived from the total return on the
market of equities reduced by the risk-free rate of return. The CAPM
specificaly accounts for differences in systematic risk (i.e., market risk as
measured by the beta) between an individual firm or group of firms and
the entire market of equities. As such, to calculate the CAPM it is
necessary to employ firms with traded stocks. In this regard, | performed
a CAPM calculation for the Water Group and the Gas Distribution Group.
In contrast, my Risk Premium approach also considers industry- and
company- specific factors because it is not limited to measuring just

systematic risk. As a consequence, my Risk Premium approach is more
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comprehensive thanthe CAPM. In addition, the Risk Premium approach
provides a better measure of the cost of equity because it is founded upon
the yields on corporate bonds rather than Treasury bonds. Due to the
disconnection of the yields on corporate and Treasury bonds, the Risk
Premium approach is preferable at this time.
What betas have you considered in the CAPM?
For my CAPM analysis, | initially considered the Vaue Line betas. As
shown on page 1 of Schedule 11 of IAWC Exhibit 8.0, the average Value
Line keta is .55 for the Water Group and .59 for the Gas Distribution
Group.
What betas have you used in the CAPM determined cost of equity?
The betas must be reflective of the financial risk associated with the
ratesetting capital structure that is measured at book value. Therefore, the
Vaue Line betas cannot be used directly in the CAPM unless those betas
are applied to capital structures measured with market values. To develop
a CAPM cost rate applicable to a book value capital structure, the Value
Line betas have been unleveraged and releveraged for the common equity
ratios using book values. This adjustment has been made with the
formula

Rl =Ru[l+ (1-t) DIE + P/E]
where 31 = the leveraged beta, 3u = the unleveraged beta, t = income tax
rate, D = debt ratio, P = preferred stock ratio, and E = common equity

ratio. The average of the betas published by Vaue Line have been
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calculated with the market price of stock and therefore are related to the
market value capitalization that contains a 67.98% common equity ratio
for the Water Group and a 65.96% common equity ratio for the Gas
Distribution Group. By using the formula shown above and the capital
structure ratios measured at their market values, their average betas would
become .42 for the Water Group and .45 for the Gas Distribution Group,
assuming they employed no leverage and were 100% equity financed.
With the unleveraged betas as a basis, | calculated the leveraged beta of
.71 for the Water Group and .69 for the Gas Distribution Group associated
with their book value capital structures. The betas and their corresponding

common equity ratios are:

Market Values Book Values

Beta Common Equity Ratio Beta Common Equity Ratio
Water Group .55 67.98% 71 48.90%
Gas Distribution Group .59 65.96% .69 53.10%

The leveraged betas that | employ in the CAPM cost of equity are .71 for
the Water Group and .69 for the Gas Distribution Group.

What risk-free rate have you used in the traditional CAPM?

For reasons explained in TAWC Exhibit 7.6, | have employed the yields on
long-term Treasury bonds using both historical and forecast data to match
the longer-term horizon associated with the ratesetting process. As shown
on pages 2 and 3 of Schedule 11 of IAWC Exhibit 8.0, | provided the
historical yields on long-term Treasury bonds. For the twelve months

ended June 2002, the average yield was 5.55% as shown on page 3 of that
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schedule. For the six- and three-months ended June 2002, the yields on
long-term Treasury bonds were 5.69% and 5.76%, respectively. As shown
on page 4 of Schedule 11 of IAWC Exhibit 8.0, forecasts published by

Blue Chip Financial Forecads on July 1, 2002 indicate that the yields on

long-term Treasury bonds are expected to be in the range of 5.6% to 6.2%

during the next six quarters. To conform to the use of the historical and

forecast data that | employed in my analysis, | have used a 5.50% risk- free

rate of return for CAPM purposes.

What market premium have you used in the traditional CAPM?

As developed in IAWC Exhibit 7.8, my calculation of the market premium

is developed from both historical market performance (i.e., 7.0%) and with

the Value Line forecasts (i.e., 10.49%). The resulting market premium is

8.75% (7.0% + 10.49% = 17.49% =+ 2) which represents the average

market premium using the historical SBBI data and the forecasts by Vaue

Line.

What CAPM result have you determined using the traditional CAPM?

Using the 5.50% risk-free rate of return, market betas of .71 for the Water

Group and .69 for the Gas Distribution Group, and the 8.75% market

premium, the following results are indicated which relate to book value.
R+ BRmR) = Kk

Water Group 550% + .71(8.75%) = 11.71%

Gas Distribution Group 550% + .69(8.75%) = 11.54%

Is the rate of return indicated by the CAPM fully reflective of the risk for
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the Water Group and the Gas Distribution Group?

No. The book value related CAPM results are 11.71% for the Water
Group and 11.54% the Gas Distribution Group. | should note that there
would be an understatement of a firm's cost of equity with the CAPM
unless the size of afirmisconsidered. That isto say, as the size of afirm
decreases, its risk, and hence its required return increases. Moreover, in
his discussion of the cost of capital, Professor Brigham has indicated that
smaller firms have higher capital costs than otherwise similar larger firms

(see Fundamentals of Financia Management, fifth edition, page 623).

Also, the Fama/French study (see “The Cross-Section of Expected Stock

Returns’, The Journa of Finance, June 1992) established that size d a

firm helps explain stock returns. In an October 15, 1995 article in Public

Utility Fortnightly, entitled Equity and the Small-Stock Effect, by Michael

Annin, it was demonstrated that the CAPM could understate the cost of
equity significantly according to a company’s size. This was further
demongtrated in the SBBI Yearbook which indicated that the returns for
stocks in lower deciles (i.e., smaller stocks) had returns in excess of those
shown by the smple CAPM. In this regard, the Water Group had an
average market capitalization of its equity of $490 million which would
place it in the seventh decile according to the size of the companies traded
on the NYSE/AMEX/NASDAQ. The Gas Distribution Group’s market
capitalization is $1,148 million placing it in the fifth decile category.

Therefore, the Water Group must be viewed as a portfolio of low-cap
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stocks consisting of those in the 6th through 8th deciles and the Gas
Distribution Group is a mid-cap portfolio consisting of the 3rd through 5th
deciles. According to the SBBI 2001 Y earbook, this would indicate a size
premium above the CAPM cost rate of 1.42% for the Water Group and
0.72% for the Gas Distribution Group. Absent such an adjustment, the
CAPM would understate the required return unless the average size of the
groups are considered. The CAPM results would be 13.13% (11.71% +
1.42%) with the size adjustment for the Water Group and 12.26% (11.54%
+ 0.72%) with the size adjustment for the Gas Distribution Group.

VIIl. CREDIT QUALITY ISSUESAND CONCLUSION

What credit quality issues must be considered as part of a fair rate of
return determination for the Company?

The Company must have the financial strength that will, at a minimum,
permit it to maintain a financial profile that is commensurate with the
requirements to obtain a solid investment grade bond rating. Although the
Company does not have a public rating on its securities, the Company
must have the financial strength characteristics which would support the
credit quality that is equivalent to the investment grade rating. An affiliate
-- American Water Capital Corporation (“AWCC") -- has recently taken
on the role of raising debt from investors for the benefit of IAWC and
other utility subsidiaries of AWW. The debt outstanding of IAWC

continues to represent obligations of the Company to either investors
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directly or indirectly through AWCC. Indeed, the mgority of the
Company’ s debt outstanding continues to be held directly by investors.

By using the Company’s own capital structure ratios, it permits
direct confirmation of the types of ratios used in credit analysis. This is
important because the Company must contribute to the ability of AWCC
to issue debt and avoid any cross-subsidization that would occur among
affiliates, if weaker companies “traded on” the stronger financial condition
of other affiliates, and for each affiliate to obtain an allocation of capital
from AWCC. It is important, therefore, that the Commission provide the
Company with an opportunity to experience an adequate rate of return so
that the Company’s pre-tax interest coverage conforms with the standards
for an A credit quality rating, which | will subsequently discuss.

A variety of quantitative and qualitative measures must be
considered when assessing the credit quality of an appropriate rate of
return on common equity. In quantitative terms, two of the measures of
credit quality considered by the bond rating agencies are debt leverage and
pre-tax interest coverage. In the area of coverage, the rate of returnon
common equity represents a critical component because it is the equity
return that provides the margin whereby an interest coverage multiple
greater than one is realized.

Why is it important that a utility maintain strong credit quality?
| analyzed the Company’s proposed rate of return by reference to two

benchmarks of credit quality in order to satisfy the capital attraction and



1281

1282

1283

1284

1285

1286

1287

1288

1289

1290

1291

1292

1293

1294

1295

1296

1297

1298

1299

1300

1301

1302

1303

IAWC Exhibit 7.0
Page 57 of 59

maintenance of credit standards of afair rate of return. It isimportant that
the Commission provide the Company with a reasonable opportunity to
achieve adequate credit quality so that its financia condition is
commensurate with its service obligations to customers. In the area of
fixed charge coverage, the rate of return on common equity represents a
critical component because it is the equity return that provides the margin
whereby interest charges are earned more than one time. In this regard,
coverage of the Company’s senior capital costs reveals the level of
protection that IAWC can supply for its fixed obligations. Normally,
before-income tax coverage is used for the purpose of a company’s debt
interest coverage and overall after-income tax coverage is the measure
employed with regard to interest charges and preferred stock dividends.
Public utilities must compete in the capital markets to attract
needed future capital and, as such, interest coverage should be used as a
test to measure the adequacy of the rate of return. Of course, it is not the
only factor to be considered in testing the appropriate rate of return and
must be viewed in relation to an individual company’s degree of financia
leverage and cash flow benchmarks. Maintenance of a strong A bond
rating financia profile is the appropriate regulatory objective and an AA
bond rating should be encouraged. Although IAWC does not have a
current credit quality rating from Standard & Poor’s Corporation (“S&P”)
and Moody’s Investor Service, Inc. (“Moody’s’), the objective should be

the opportunity to attain an A bond rating. In my opinion, an A bond
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rating is the minimum goal necessary to provide a public utility with a
sufficient degree of financial flexibility in order to attract capital on
reasonable terms during all economic conditions. Customers benefit from
strong credit quality because the Company will be able to attain lower
financing costs that are passed on to customers in the form of a lower
embedded cost of debt.

What measures of credit quality have you considered in the context of the
Company’s proposed rate of return?

Using a 37.5805% composite federal and state income tax rate, Schedule 1
of IAWC Exhibit 8.0 shows that the pre-tax coverage of interest expense
would be 3.62 times assuming that the Company could actually earn its
8.01% weighted average cost of capital. The fixed targe coverages
shown on Schedule 1 of IAWC Exhibit 8.0 were developed from the
components used to calculate the weighted average cost of capital using
the statutory federal and state income tax rates. Again, those coverages
assume that the Company will be able to actually achieve an 11.015% rate
of return on common equity that | recommend in this proceeding. The
leverage shown on Schedule 1 of IAWC Exhibit 8.0 indicates a debt ratio
of 54.85%. The pretax interest coverage and debt leverage shown on
Schedule 1 of IAWC Exhibit 8.0 should be viewed in the context of S&P
bond rating criteria that | previousy discussed. The credit quality
benchmarks established by S& P for a business profile “3” include pre-tax

interest coverage of 2.8 times to 3.4 times ad debt leverage of 47.5% to
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53.0% for an A bond rating. Therefore, the rate of return that IAWC has
requested in this proceeding is reasonable.

What is your conclusion concerning the Company’s cost of equity?

Based upon the application of a variety of methods and models described
previoudly, it is my opinion that the Company’s cost of equity is at least
11.015%. It is essentid that the Commission employ a variety of
techniques to measure the Company’s cost of equity because of the
limitations and infirmities that are inherent in each method. Indeed, my
studies indicate that the Company’s 11.015% rate of return on common
equity is within the range of the results shown by the Water Group and the
Gas Distribution Group. In reaching my conclusion that the Company’s
rate of return on common equity is 11.015%, | have considered the array
of equity cost rates that would justify an equity return in the range of
10.84% to 12.12%. | have recommended an 11.015% return on equity in
order to help minimize the magnitude of the proposed rate increase.

Does this conclude your prepared direct testimony?

Yes.
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EDUCATIONAL BACKGROUND, BUSINESS EXPERIENCE
AND QUALIFICATIONS

| wasawarded adegree of Bachdlor of Sciencein BusnessAdminigtration by Drexd Univergty in
1971. Whileat Drexd, | participated in the Cooperative Education Program which included employmat,
for one year, with American Water Works Service Company, Inc., as an interna auditor, where | was
involved in the audits of severd operating water companies of the American Water Works System and
participated in the preparation of annud reports to regulatory agencies and asssted in other generd
accounting metters.

Upon graduation from Drexel University, | was employed by American Water Works Service
Company, Inc., in the Eastern Regiona Treasury Department where my duties included preparation of
rate case exhibits for submisson to regulatory agencies, as well as responsbility for various treasury
functions of the thirteen New England operating subsidiaries.

In 1973, | joined the Municipa Financid Services Department of Betz Environmental Engneas a
conaulting engineering firm, where | specidized in financid studies for municipa water and wastewater
systems.

In 1974, | joined Associated Utility Services, Inc., now known as AUS Consultants. | held
variouspogtionswith the Utility Services Group of AUS Consultants, concluding my employment thereas
a Senior Vice President.

IN1994, | formed P. Moul & Associates, anindependent financid and regulatory consulting firm.
In my capacity as Managing Consultant and for the past twenty-aght years, | have continuoudy studied
the rate of return requirements for cost of service-regulated firms. Inthisregard, | have supervised the

preparation of rate of return studieswhich were employed in connection with my testimony and in the past
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for other individuds. | have presented direct testimony on the subject of fair rate of return, evaluated rate
of return testimony of other witnesses, and presented rebutta testimony.

My studies and prepared direct testimony have been presented before twenty-eight (28) federd,
gate and municipa regulatory commissions, congsting of: the Federd Energy Regulatory Commission;
date public utility commissons in Alabama, Connecticut, Delaware, Horida, Georgia, Hawali, lllinais,
Indiana, lowa, Kentucky, Mane, Maryland, Massachusetts, Michigan, Minnesota, Missouri, New
Hampshire, New Jersey, New Y ork, North Carolina, Ohio, Tennessee, Pennsylvania, South Carolina,
Virginia, and West Virginia, and the Philadel phia Gas Commisson. My testimony has been offered in
over 200 rate casesinvolving dectric power, naturd gasdistribution and transmission, resourcerecovery,
solid waste collection and disposal, tel ephone, wastewater, and water service utility companies. Whilemy
testimony has involved principdly fair rate of return and financid matters, | have aso testified on capita
dlocations, capitd recovery, cash working capita, income taxes, factoring of accounts receivable, and
take-or-pay expense recovery. My testimony has been offered on behdf of municipd and investor-
owned public utilities and for the saff of aregulatory commission. | have dso tedtified a an Executive
Session of the State of New Jersey Commission of Investigation concerning the BPU regulation of solid
waste collection and disposd.

| was a co-author of a verified statement submitted to the Interstate Commerce Commission
concerning the 1983 Railroad Cost of Capital (Ex Parte No. 452). | was also co-author of comments
submitted to the Federd Energy Regulatory Commission regarding the Generic Determination of Rate of
Return on Common Equity for Public Utilities in 1985, 1986 and 1987 (Docket Nos. RM85-19-000,
RM86-12-000, RM87-35-000 and RM88-25-000). Further, | have been the consultant to the New

Y ork Chapter of the Nationa Association of Water Companieswhich represented thewater utility group
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inthe Proceeding on Mation of the Commissionto Consder Financid Regulatory Policiesfor New Y ork
Utilities (Case 91-M-0509). | have aso submitted comments to the Federal Energy Regulatory
Commission in its Notice of Proposed Rulemaking (Docket No. RM99-2-000) concerning Regiond
Trangmission Organizations and on behdf of the Edison Electric Inditute in itsintervention in the case of
Southern Cdifornia Edison Company (Docket No. ER97-2355-000).

Inlate 1978, | arranged for the private placement of bonds on behdf of aninvestor-owned public
utility. | have asssted in the preparation of areport to the Delaware Public Service Commission relative
to the operations of the Lincoln and Ellendae Electric Company. | was dso engaged by the Delaware
P.S.C. to review and report on the proposed financing and disposition of certain assets of Sussex Shores
Water Company (P.S.C. Docket Nos. 24-79 and 47-79). | wasaco-author of aReport on Proposed
Mandatory Solid Waste Collection Ordinance prepared for the Board of County Commissioners of
Coallier County, Florida.

| have been a consultant to the Bucks County Water and Sewer Authority concerning rates and
charges for wholesa e contract servicewith the City of Philadephia My municipa consulting experience
asoincuded an assgnment for Batimore County, Maryland, regarding the City/County Weater Agreement
for Metropolitan Didtrict customers (Circuit Court for Batimore County in Case 34/153/87- CSP-2636).

I am amember of the Society of Utility and Regulatory Financid Andyss (formerly the Nationd
Society of Rate of Return Andysts) and have attended severd Financid Forums sponsored by the
Society. | attended the first Nationad Regulatory Conference at the Marshdl-Wythe School of Law,
College of William and Mary. | dso attended an Executive Seminar sponsored by the Colgate Darden
Graduate Business Schoal of the University of Virginiaconcerning Regulated Utility Cogt of Equity andthe

Capita Asset Pricing Modd. In October 1984, | attended a Standard & Poor's Seminar on the
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Approach to Municipd Utility Ratings, and in May 1985,

Telecommunications Ratings

My lecture and spesking engagementsinclude:

Date
April 2001

December 2000
July 2000

February 2000
March 1994
May 1993
April 1993

June 1992

May 1992
October 1989

October 1988

May 1988

Occasion
Thirty-third Financid Forum

Pennsylvania Public Utility
Law Conference:
Non-traditiona Players
In the Water Industry

EEI Member Workshop
Deveoping Incentives Rates:
Application and Problems

The Sxth Annud
FERC Briefing

Seventh Annud
Proceeding

Financia School

Twenty-Ffth
Fnancid Forum

Rate and Charges
Subcommittee
Annua Conference

Rates School

Seventeenth Annua
Eagtern Utility
Rate Seminar

Sixteenth Annua
Eagtern Utility
Rate Seminar

Twentieth Financid
Forum
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| atended an S&P Seminar on

Sponsor
Society of Utility & Regulaory
Fnancid Andyds
Pennsylvania Bar Indtitute

Edison Electric Inditute

Exnet and Bruder, Gentile &
Marcoux, LLP

Electric Utility

Busness Environment
Conference

New England Gas Assoc.

Nationa Society of Rate
of Return Anaysts

American Water Works
Association

New England Gas Assoc.
Water Committee of the

Nationd Association

of Regulatory

Utility Commissoners
Florida Public Service
Service Commisson and

Univerdty of Utah
Water Committee of the

Nationa Association

of Regulatory Utility
Commissioners, Forida
Public Service

Commisson and Univer-
sity of Utah

Nationa Society of
Rate of Return Anayds
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129
130
131
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133
134
135
136
137
138
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140
141

October 1987

September 1987

Date

May 1987

October 1986

October 1984

March 1984

February 1983

May 1982

October 1979
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Fifteenth Annud Water Committee of the
Eagtern Utility Nationad Association
Rate Seminar of Regulatory Utility
Commissioners, Horida
Public Service Commis-
son and Universty of
Utah
Rate Committee American Gas Association
Mesting
Occasion Sponsor
Pennsylvania Nationa Association of
Chapter Water Companies
annua mesting
Eighteenth Nationa Society of Rate
Financid of Return
Forum
Fifth Nationd American Bar Asociation
on Utility
Ratemaking
Fundamentds
Management Seminar New Y ork State Telephone
Association
The Cost of Capita Temple Universty, School
Seminar of Busness Admin.
A Seminar on New Mexico State
Regulation University, Center for
and The Cost of Business Research
Capitd and Services
Economics of Brown Universty

Regulation
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RATESETTING PRINCIPLES

Under traditiond cost of service regulaion, an agency engaged in ratesetting, such as the
Commission, serves as a subgtitute for competition In setting rates, aregulatory agency must carefully
consder the public'sinterest in reasonably priced, aswell assafeand rdliable, service. Thelevd of rates
must dso provide an opportunity to earn arate of return for the public utility and its investors that is
commensurate with the risk to which theinvested capitd isexposed sothat the public utility hasaccessto
the capita required to meet its service respongibilitiesto its customers. Without an opportunity to earn a
far rate of return, a public utility will be unable to atract sufficient capita required to meet its
responghbilities over time.

It isimportant to remember that regulated firms must compete for capitd in agloba market with
non-regulated firms, aswell asmunicipd, date and federd governments. Traditiondly, apublic utility has
been responsible under its service agreements for providing a particular type of serviceto its cusomers
within aspecific market area. Although this relaionship with its customers has been changing, it remains
quitedifferent from anon-regulated firm which isfreeto enter and exit competitive marketsin accordance
with available business opportunities.

As established by the landmark Blugfiedd and Hope cases,* severad tests must be stisfied to

demondtrate the fairness or reasonableness of the rate of return. These tests include a determination of
whether the rate of return is (i) Smilar to that of other financidly sound businesses having smilar or
comparable risks, (ii) sufficient to ensure confidence in the financid integrity of the public utility, and (iii)
adequate to maintain and support the credit of the utility, thereby enabling it to attract, on a reasonable

cost basis, the funds necessary to satisfy its capitd requirements so that it can meet the obligation to

1 Bluefield Water Works & Improvement Co. v. P.S.C. of West Virginia, 262 U.S. 679 (1923) and E.P.C. v.
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provide adequate and reliable service to the public.

A fair rate of return must not only provide the utility with the ability to attract new capitd, it must
aso befair to existing investors. An gppropriate rate of return which may have been reasonable a one
point in time may becometoo high or too low at asubsequent point in time, based upon changing business
risks, economic conditions and dternative investment opportunities. When gpplying the sandardsof afair
rate of return, it must be recognized that the end result must provide for the paymernt of interest on the
company's debt, the payment of dividends on the company's stock, the recovery of costs associated with
securing capital, the maintenance of reasonable credit qudity for the company, and support of the
company's financid condition, which today would include those measures of financid performanceinthe

areas of interest coverage and adequate cash flow derived from areasonable leve of earnings.

Hope Natural Gas Co., 320 U.S. 591 (1944).
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EVALUATION OF RISK

The rate of return required by investors is directly linked to the perceived levd of risk. The
greater therisk of aninvestment, the higher isthe required rate of return necessary to compensate for that
rsk, dl esebeing equa. Becauseinvestorswill seek the highest rate of return available, congdering the
risk involved, therate of return must at least equal theinvestor-required, market- determined cost of capitd
if public utilities are to attract the necessary investment capital on reasonable terms.

In the measurement of the cost of capitd, it is necessary to assesstherisk of afirm. Thelevd of
risk for afirm is often defined as the uncertainty of achieving expected performance, and is sometimes
viewed as a probability digtribution of possible outcomes. Hence, if the uncertainty of achieving an
expected outcome is high, the risk isaso high. As a consequence, high-risk firms must offer investors
higher returnsthan low risk firmswhich pay lessto attract capitd frominvestors. Thisisbecausetheleve
of uncertainty, or risk of not redlizing expected returns, establishes the compensation required by investors
inthe capitd markets. Of course, therisk of afirm must dso be consdered in the context of its ability to
actudly experience adequate earnings which conform to afair rate of return. Thus, if thereisahigh
probability that afirm will not perform well due to fundamentaly poor market conditions, investors will
demand a higher return.

Theinvesment risk of afirmiscomprised of itsbusnessrisk and financid risk. Busnessrikisadl
risk other than financid risk, and is sometimes defined as the staying power of the market demand for a
firm's product or service and the resulting inherent uncertainty of redlizing expected pre-tax returnson the
firm'sassats. Businessrisk encompassesdl operating factors, eg., productivity, competition, management
ability, etc. that bear upon the expected pre-tax operating income attributed to the fundamenta natureof a

firm'sbusiness. Financid risk results from afirm's use of borrowed funds (or smilar sources of capitd
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with fixed payments) initscapitd structure, i.e, financid leverage. Thus, if afirm did not employ financid
leverage by borrowing any capitd, itsinvestment risk would be represented by its business risk.

It isimportant to note that in evauating the risk of regulated companies, financid leverage cannot
be considered in the same context asit isfor non-regulated companies. Financid leverage hasadifferent
meaning for regulated firms than for non-regulated companies. For regulated public utilities, the cost of
sarvice formula gives the benefits of financid leverage to consumers in the form of lower revenue
requirements. For non-regulated companies, dl benefitsof financid leverage are retained by the common
stockholder. Although retaining none of the benfits, regulated firms bear therisk of financid leverage.
Therefore, aregulated firm's rate of return on common equity must recognize the greeter financid risk
shown by the higher leverage typicaly employed by public utilities.

Although no singleindex or group of indicescan precisaly quantify thereativeinvestment risk of a
firm, financid andydsuseavariety of indicatorsto assessthat risk. For example, the creditworthiness of
afirmisreveded by itsbondratings. If the ock istraded, the price-earningsmulltiple, dividendyied, and
beta coefficients (astatistical measure of astock'srelative volatility to therest of themarket) provide some
gauge of overdl risk. Other indicators, which are reflective of businessrisk, include the variability of the
rate of return on equity, which isindicative of the uncertainty of actualy achieving the expected earnings,
operating ratios (the percentage of revenues consumed by operating expenses, depreciation, and taxes
other than income tax), which are indicative of profitability; the qudity of earnings, which consdersthe
degree to which earnings are the product of accounting principles or cost deferrds; and the level of
internaly generated funds. Similarly, the proportion of senior capita in acompany's capitdization isthe
measure of financid risk which is often andyzed in the context of the equity ratio (i.e., the complement of

the debt ratio).
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COST OF EQUITY--GENERAL APPROACH

Through afundamentd financid analys's, therdativerisk of afirm must be established prior tothe
determination of its cost of equity. Any rae of return recommendation which lacks such a bass will
inevitably fal to provide autility with afair rate of return except by coincidence. With afundamenta risk
andyss as afoundation, sandard financid modes can be employed by using informed judgment. The
methods which have been employed to measure the cost of equity include: the Discounted Cash How
("DCF") modd, the Risk Premium ("RP") approach, the Capitd Asset Pricing Modds("CAPM") andthe
Comparable Earnings ("CE") approach.

Thetraditiona DCF modd, while ussful in providing someinsght into the cost of equity, isnot an
gpproach that should be used exclusvely. The divergence of stock prices from company-specific

fundamenta s can provide amideading cost of equity caculation. Asreportedin The Wall Street Journal

on June 6, 1991, a dtatistica study published by Goldman Sachsindicated that only 35% of stock price
growth in the 1980's could be attributed to earnings and interest rates. Further, 38% of the risein stock
prices during the 1980's was attributed to unknown factors. The Goldman Sachs study highlights the
serious limitations of amodd, such as DCF, which is founded upon identification of specific variablesto
explain stock price growth. That is to say, when stock price growth exceeds growth in a company's
earnings per share, model s suchas DCF will misspecify investor expected returnswhich are comprised of
capita gains, aswell asdividend receipts. Assuch, acombination of methods should be used to measure
the cogt of equity.

The Risk Premium andyssisfounded upon the prospective cost of long-term debt, i.e,, theyield
that the public utility must offer to raise long-term debt capita directly frominvestors. Tothat yied must

be added arisk premium in recognition of the greater risk of common equity over debt. This additiona
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risk is, of course, attributableto the fact that the payment of interest and principal to creditors has priority
over the payment of dividends and return of capital to equity investors. Hence, equity investorsrequirea
higher rate of return than the yield on long-term corporate bonds.

The CAPM isamodd not unlikethetraditiond Risk Premium. The CAPM employstheyield on
arisk-freeinterest-bearing obligation plusapremium as compensation for risk. Asdefromtherdianceon
the risk-free rate of return, the CAPM gives specific quantification to systematic (or market) risk as
measured by beta

The Comparable Earnings approach measures the returns expected/experienced by other non-
regulated firms and has been used extensively in rate of return andyssfor over ahdf century. However,
its popularity diminished in the 1970s and 1980s with the popularization of market-based models.
Recently, there has been renewed interest in this gpproach. Indeed, the financid community has
expressed the view thet the regulatory process must consider the returnswhich are being achieved inthe
non-regulated sector so that public utilities can compete effectively in the capitd markets. Indeed, with
additiona competition being introduced throughout the traditionally regulated pipdineand utility indudtries,
returns expected to be redlized by non-regulated firms have becomeincreasing relevant inthe ratesetting
process. The Comparable Earnings gpproach considers directly those requirements and it fits the

established standards for afair rate of return set forth in the Bludfidd and Hope decisons. The Hope

decison requires that afair return for a utility must be equa to that earned by firms of comparablerisk.
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DISCOUNTED CASH FLOW ANALYS S

Discounted Cash Flow ("DCF") theory seeks to explain the vaue of an economic or financid
asset asthe present value of future expected cash flows discounted at the gppropriate risk- adjustedrateof
return. Thus, if $100 is to be received in asingle payment 10 years subsequent to the acquisition of an
asset, and the appropriate risk-related interest rate is 8%, the present value of the asset would be $46.32
(Value = $100+ (1.08)"°) arising from the discounted future cash flow. Conversaly, knowing the present
$46.32 price of an asset (where price = vaue), the $100 future expected cash flow to be received 10
years hence shows an 8% annud rate of return implicit in the price and future cash flows expected to be
recaived.

Initssmplest form, the DCF theory considersthe number of yearsfrom which the cash flow will
be derived and the annual compound interest rate which reflectstherisk or uncertainty associated with the
cash flows. It isappropriate to reiterate that the dollar vaues to be discounted are future cash flows,

DCF theory isflexible and can be used to estimate vaue (or price) or the annua required rate of
return under a wide variety of conditions. The theory underlying the DCF methodology can be easily
illugtrated by utilizing the investment horizon associated with apreferred sock not having an annua sinking
fund provison. Inthiscase, theinvestment horizon isinfinite, which reflects the perpetuity of apreferred
stock. If P represents price, Kp isthe required rate of return on a preferred stock, and D isthe annud
dividend (P and D with time subscripts), the vaue of apreferred shareisequd to the present vaue of the

dividendsto bereceived in the future discounted at the appropriate risk-adjusted interest rate, Kp. Inthis

-_Dw Do , Ds . 4 Dn
(1+Kp) (1+Kp)* (1+Kp)® =~ (1+Kp)

Po
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20 crcumstance
21 IfD;=D,=Ds=... Dy, asisthe case for preferred stock, and n gpproaches infinity, asisthe case for

22 non-calable preferred stock without a snking fund, then this equation reduces to:

23
D1
24 F) = —
0 Kp

25

26 Thiseguation can be used to solve for the annua rate of return on a preferred stock when the current
27 priceand subsequent annua dividendsare known. For example, withD; = $1.00, and Py = $10, thenKp
28 =$1.00 + $10, or 10%.

29 The dividend discount equation, first shown, isthe generic DCF vauation model for al equities,
30 both preferred and common. While preferred stock generdly pays a congtant dividend, permitting the
31 amplification subsequently noted, common stock dividends are not constant. Therefore, absent some
32 other amplifying condition, it is necessary to rely upon the generic form of the DCF. If, however, it is
33  assumedthat Dy, D,, D3 ... D, are systematicaly related to one another by acongstant growth rate(g), so
34 thaDy(1+9g)=Dy,Di(1+g)= D, D,(1+ g)=D 3zandsoongpproachinginfinity, andif Ks (the

35  required rate of return on acommon stock) is greater than g, then the DCF equation can be reduced to:

P, = D or P_DG(1+Q)
° Ks-g ° Ks-g

37 which is the periodic form of the "Gordon" mode.1 Proof of the DCF equation isfound in al modern

1 Although the popular application of the DCF model is often attributed to the work of Myron J. Gordon in the
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basic finance textbooks. This DCF equation can be easily solved as.
ks= 20+, o
Po

which isthe periodic form of the Gordon Modd commonly applied in estimating equity ratesof returnin
rate cases. When used for this purpose, Ksistheannud rate of return on common equity demanded by
investors to induce them to hold a firm's common stock. Therefore, the variables Do, Py and g must be
edimated in the context of the market for equities, so that the rate of return, which a public utility is
permitted the opportunity to earn, has meaning and reflects the investor-required cost rate.

Application of the Gordon mode with market derived variablesisstraightforward. For example,
using the most recent prior annudized dividend (Do) of $0.80, the current price (Po) of $10.00, and the
investor expected dividend growth rate(g) of 5%, the solution of the DCF formulaprovidesa13.4%rate
of return. The dividend yield component in thisinstance is 8.4%, and the capita gain component is 5%,
which together represent the totd 13.4% annua rate of return required by investors. The capitd gain
component of thetotal return may be cal culated with two adjacent future year prices. For example, inthe
eleventh year of the holding period, the price per share would be $17.10 as compared with the price per
share of $16.29 in the tenth year which demongtrates the 5% annua capitd gain yield.

Some DCF devotees believe that it is more gppropriate to estimate the required return on equity
with amodel which permitsthe use of multiple growth rates. This may be a plausible gpproach to DCF,
where investors expect different dividend growth ratesin the near term and long run. If two growth rates,

one near term and one long-run, are to be used in the context of a price (Po) of $10.00, adividend (D )

of $0.80, a near-term growth rate of 5.5%, and a long-run expected growth rate of 5.0% beginning at

mid-1950's, J.B. Williams exposited the DCF model in its present form nearly two decades earlier.
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year 6, the required rate of return is 13.57% solved with a computer by iteration.

Use of DCF in Ratesetting

The DCF method can provide amid eading measure of the cost of equity in the ratesetting process
when stock prices diverge from book vaues by asignificant margin. When the difference between share
vaues and book vauesis ggnificant, the results from the DCF can result in amisspecified cost of equity
when those results are gpplied to book value. Thisisbecauseinvestor expected returns, as described by
the DCF model, are related to the market vaue of common stock. This discrepancy is shown by the
following example. If itisassumed, hypotheticdly, that investorsrequire a12.5% return on their common
stock investment vaue (i.e., the market price per share) when share val ues represent 150% of book vaue,
investorswould require atotal annual return of $1.50 per share on a$12.00 market vaueto redize their
expectations. If, however, this12.5% market-determined cost rateis gpplied to an origind cost rate base
whichiseguivaent to the book vaue of common stock of $8.00 per share, the utility'sactua earnings per
sharewould beonly $1.00. Thiswould result in 2$.50 per share earnings shortfal which would deny the
utility the ability to satisfy investor expectations.

As a consequence, autility could not withstand these DCF results applied in arate case and dso
sugtainitsfinanciad integrity. Thisisbecause $1.00 of earnings per shareand a 75% dividend payout ratio
would provide earnings retention growth of just 3.125% (i.e., $1.00 x .75 = $0.75, and $1.00- $0.75 =
$0.25 + $8.00 = 3.125%). In thisexample, the earnings retention growth rate plus the 6.25% dividend
yield ($0.75 + $12.00) would equal 9.375% (6.25% + 3.125%) asindicated by the DCF model. This
DCF reault isthe same as the utility's rate of dividend payments on its book value (i.e., $0.75 + $8.00 =
9.375%). Thisgtuation providesthe utility with no earnings cushion for itsdividend payment becausethe

DCF result equals the dividend rate on book vaue (i.e., both rates are 9.375% in the example).
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Moreover, if the price employed in my example were higher than 150% of book vaue, a "negative'
earnings cushion would develop and cause the need for a dividend reduction because the DCF result
would belessthan the dividend rate on book value. For these reasons, the usefulness of the DCF method
sgnificantly diminishes as market prices and book vaues diverge.

Further, thereisno reason to expect that investors would necessarily vaue utility stocksequa to
their book vaue. Infact, itisrarethat utility stockstrade a book vaue. Moreover, high market-to-book
ratios may bereflective of generd market sentiment. Were regulatorsto use the results of a DCF model
that failsto produce the required return when applied to an origina cost rate base, they would pendize a
company with high market-to-book ratios. Thisclearly would pendize aregulated firm and itsinvestors
that purchased the stock at itscurrent price. When investor expectations arenct fulfilled, the market price
per share will decline and a new, different equity cost rate would be indicated from the lower price per
share. This condition suggests that the current price would be subject to disequilibrium and would not
alow areasonable cd culation of the cost of equity. Thisstuation would dso creste aseriousdisncentive
for management initiative and efficiency. Within that framework, a perverse set of gods and rewards
would result, i.e,, a high authorized rate of return in arate case would be the reward for poor financial
performance, while low rates of return would be the reward for good financia performance.

Dividend Yield

The higtorical annud dividend yields for the Water Group are shown on Schedule 3 of IAWC
Exhibit 8.0. The 1997-2001 five-year averagedividend yield was 3.9% for the Water Group. Asshown
on Schedule 4 of IAWC Exhibit 8.0, the 1997-2001 five-year average dividend yidld was 4.9% for the
GasDidribution Group. Themonthly dividend yieldsfor the past twelve monthsare shown graphicaly on

Schedule 6 of IAWC Exhibit 8.0. These dividend yidds reflect an adjustment to the month-end closing
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prices to remove the pro rata accumulation of the quarterly dividend amount since the last ex-dividend
date.

The ex-dividend date usudly occurs two business days before the record date of the dividend
(i.e., thedate by which ashareholder must own the sharesto be entitled to the dividend payment--usudly
about two to three weeks prior to the actua payment). During aquarter (here defined as 91 days), the
price of a stock moves up ratesbly by the dividend amount as the ex-dividend date approaches. The
stock's price then fallsby the amount of the dividend on the ex-dividend date. Therefore, it isnecessary to
calculate the fraction of the quarterly dividend since the time of the last ex-dividend date and to remove
that amount from the price. Thisadjustment reflects normd recurring pricing of stocksin the market, and
establishes a price which will reflect the true yield on a stock.

A sx-month average dividend yield has been used to recogni ze the prospective orientation of the
ratesetting process as explained in the direct testimony. For the purpose of a DCF cdculation, the
average dividend yields must be adjusted to reflect the prospective nature of the dividend payments, i.e.,
the higher expected dividends for the future rather than the recent dividend payment annuaized. An
adjusment to the dividend yield component, when computed with annudized dividends, isrequired based
upon investor expectation of quarterly dividend increases.

The procedure to adjust the average dividend yield for the expectation of a dividend increase

during theinitid investment period will be a arate of one-hdf the growth component, developed below.

_Do(1+g )’+ Do(1+ g )°+ Do(1+ g )' + Do(1+ g )l+ g
Po

K

The DCF equation, showing the quarterly dividend payments as Do, may be sated in this fashion:
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The adjustment factor, based upon one-haf the expected growth rate developed in my direct testimony,
will be 2.875% (5.75% x .5) for the Water Group and 3.000% (6.00% x .5) for the Gas Distribution
Group, which assumes that two dividend payments will be at the expected higher rate during the initid
investment period. Using the six-month average dividend yield as a base, the prospective (forward)
dividend yield would be 3.47% (3.37% x 1.02875) for the Water Group and 5.29% (5.14% x 1.03000)
for the Gas Digtribution Group.

Another DCF modd that reflects the discrete growth in the quarterly dividend (D) isasfollows:.

_ Do(1t+g )*+ Do (1+9)”+ Do(1+ g )"+ Do(1+ g )1'004_
Po

K

g

This procedure confirms the reasonableness of the forward dividend yield previoudy cdculated. The
quarterly discrete adjustment providesadividend yield of 3.49% (3.37% x 1.03569) for the Water Group
and 5.33% (5.14% x 1.03723) for the Gas Digtribution Group. The use of an adjustment isrequired for
the periodic form of the DCF in order to properly recognize that dividends grow on a discrete basis.
In either of the preceding DCF dividend yield adjusments, there is no recognition for the
compound returns attributed to the quarterly dividend payments. Investors have the opportunity to
reinvest quarterly dividend receipts. Recognizing the compounding of the periodic quarterly dividend

payments (Do), results in athird DCF formulaion:
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4

6 u
k= § +@i-1u+g

Po g g

B

This DCF eguation provides no further recognition of growth in the quarterly dividend. Combining

discrete quarterly dividend growth with quarterly compounding would provide the following DCF

A 4
_ &, Do(1+9)*0

formulation, stating the quarterly dividend payments (Do):
A compounding of the quarterly dividend yield provides another procedure to recognize the necessity for
an adjusted dividend yield. The unadjusted average quarterly dividend yield was 0.8425% (3.37% + 4)
for the Water Group and 1.2850% (5.14% + 4) for the Gas Distribution Group. The compound dividend
yield would be 3.46% (1.00854" - 1) for the Water Group and 5.32% (1.013041) for the Gas
Distribution Group, recognizing quarterly dividend paymentsin aforward-looking manner. Thesedividend
yields conform with investors expectations in the context of reinvesiment of their cash dividend.

For the Water Group, a3.47% forward-looking dividend yield istheaverage (3.47% + 3.49% +
3.46% = 10.42% + 3) of the adjusted dividend yidd using the form Dy /P, (1+.5g), the dividend yidd
recognizing discrete quarterly growth, and the quarterly compound dividend yield with discrete quarterly
growth. For the Gas Distribution Group, the average adjusted dividend yidld is5.31% (5.29% + 5.33%

+5.32% = 15.94% + 3).
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Growth Rate

If viewed initsinfinite form, the DCF modd is represented by the discounted value of an endless
stream of growing dividends. It would, however, require 100 years of future dividend payments so that
the discounted vaue of those paymentswould equate to the present price so that the discount rate and the
rate of return shown by the smplified Gordon form of the DCF moded would be about the same. A
century of dividend receipts represents an unredistic investment horizon from dmost any perspective.
Because socksare not held by investorsforever, the growth in the share vaue (i.e., capita appreciation,
or capitd gainsyidd) is most relevant to investors total return expectations. Hence, investor expected
returns in the equity market are provided by capita gppreciation of the investment as well as receipt of
dividends. As such, the sale price of a stock can be viewed as a liquidating dividend which can be
discounted along with the annud dividend receipts during the investment holding period to arive a the
investor expected return.

Initscongant growth form, the DCF assumesthat with acongtant return on book common equity
and congtant dividend payout ratio, afirm's earnings per share, dividends per share and book vaue per
sharewill grow a the same congtant rate, absent any externd financing by afirm. Becausethese constant
growth assumptions do not actudly prevall in the capitd markets, the capital appreciation potentia of an
equity investment is best measured by the expected growth in earnings per share. Since the traditiond
form of the DCF assumes no changein the price-earnings multiple, the vaue of afirm'sequity will grow a
the samerate asearnings per share. Hence, the capitd gainsyield isbest measured by earnings per share
growth using company-specific varigbles.

Investors consider both historica and projected data in the context of the expected growth rate

for afirm. Aninvestor can compute historica growth rates using compound growth rates or growth rate
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trendlines. Otherwise, aninvestor can rely upon published growth rates as provided in widely- circulated,
influentid publications. However, atraditiond congtant growth DCF andysisthat islimitedto such inputs
auffersfrom the assumption of no changein the price-earningsmultiple, i.e, that thevaue of afirm'sequity
will grow at the same rate as earnings. Some of the factors which actualy contribute to investors
expectations of earnings growth and which should be considered in assessing those expectations, are: (i)
the earnings rate on existing equity, (ii) the portion of earnings not paid out in dividends, (iii) sdes of
additiona common equity, (iv) reacquisition of common stock previoudy issued, (V) changesinfinancia
leverage, (vi) acquidtions of new business opportunities, (vii) profitable liquidation of assets, and (viii)
repogitioning of exiding assets. The redlities of the equity market regarding tota return expectations,
however, dso reflect factors other than theseinputs. Therefore, the DCF modd containsoverly restrictive
limitations when the growth component is stated in terms of earnings per share (the bass for the capita
gainsyield) or dividends per share (the bassfor theinfinite dividend discount modd). Inthese situations,
there is inadequate recognition of the capitd gains yields arisng from stock price growth which could
exceed earnings or dividends growth.

To assess the growth component of the DCF, andysts projections of future growth influence

investor expectations asexplained above. Oneinfluentid publicationisTheVadueLinelnvesment Survey

which contains estimated future projections of growth. The Vaue Line Invesment Survey provides

growth estimates which are stated within acommon economic environment for the purpose of measuring
relative growth potentid. The basis for these projections is the Vaue Line 3 to 5 year hypothetica
economy. The Vdue Line hypothetical economic environmert is represented by components and
subcomponents of the National Income Accounts which reflect in the aggregate assumptions concerning

the unemployment rate, manpower productivity, price inflation, corporate income tax rate, high-grade
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corporate bond interest rates, and Fed policies. Individua estimates begin with the correlation of sdes,
earningsand dividends of acompany to gppropriate components or subcomponents of the future Nationa
Income Accounts. These calculations provide acons stent basisfor the published forecasts. VdueLines
evauation of a specific company's future prospects are consdered in the context of specific operating
characterigticsthat influencethe published projections. Of particular importancefor regulated firms, Vdue
Line congdersthe regulatory quality, rates of return recently authorized, the historic ability of the firmto
actudly experiencethe authorized rates of return, thefirm'sbudgeted capitd spending, thefirm'sfinancing
forecast, and the dividend payout ratio. The wide circulation of this source and frequent reference to
Vdue Line in finandd crdes indicate that this publication has an influence on investor judgment with
regard to expectations for the future.

There are other sources of earnings growth forecasts. One of these sourcesis the Ingtitutiona
Brokers Estimate System ("IBES"). The IBES service provides data on consensus earnings per share
forecastsand five-year earningsgrowth rate estimates. The earningsestimatesare obtained from finenad
andydstsat brokerage research departments and from ingtitutionswhose securitiesanalystsare projecting
earnings for companiesin the IBES universe of companies. The IBESforecasts provide the basisfor the

earnings estimates published in the S& P Earnings Guide which covers 3000 publicly traded stocks. Other

sarvices that tabulate earnings forecasts and publish them are Zacks Investment Research, First
Cdl/Thomson Financial, and Market Guide. Aswiththe| BESforecasts, Zacks, First Call/Thomsonand
Market Guide provide consensusforecasts collected from andystsfor most publically traded companies.
In each of these publications, forecasts of earnings per share for the current and subsequent year
recelve prominent coverage. Thatistosay, | BES, Zacks, First Cdl/Thomson, Market Guide, and Vaue

Line show egtimates of current-year earnings and projections for the next year. While the DCF mode
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typically focusses upon long-run estimates of growth, stock prices are clearly influenced by current and
near-term earnings prospects. Therefore, the near-term earnings per share growth rates should also be
factored into a growth rate determination.

Although forecasts of future performance are investor influencing?, equity investorsmay aso rdy
upon the observations of past performance. Investors expectations of future growth rates may be
determined, in part, by an andyssof historica growth rates. Itisapparent that any seriousinvestor would
advise himsdf/hersdf of historica performance prior to teking an investment podtioninafirm. Earnings
per share and dividends per share represent the principad financid variables which influence investor
growth expectations.

Other financid variables are sometimes considered in rate case proceedings. For example, a
company's internal growth rate, derived from the return rate on book common equity and the related
retention ratio, is sometimes consdered. This growth rate measure is represented by the Vaue Line
forecast 'BxR' shown on Schedule 8 of IAWC Exhibit 8.0. Internal growth rates are often used asa
proxy for book vaue growth. Unfortunately, this measure of growth is often not reflective of investor-
expected growth. Thisis especidly important when there is an indication of a prospective changein
dividend payout ratio, earned return on book common equity, change in market-to-book ratios or other
fundamenta changesin the character of thebusiness. Neverthdess, | have dso shown the historica and

projected growth rates in book value per share and internd growth rates.

2 Asshown in aNational Bureau of Economic Research monograph by John G. Cragg and Burton G. Malkiel,
Expectations and the Structure of Share Prices, University of Chicago Press 1982.
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INTEREST RATES

Interest rates can be viewed in their traditional nomind terms (i.e., the Sated rate of interest) and
inred terms (i.e,, the stated rate of interest less the expected rate of inflation). Absent consideration of
inflation, thered rate of interest isdetermined generdly by supply factorswhich areinfluenced by investors
willingness to forego current consumption (i.e., to save) and demand factors that are influenced by the
opportunities to derive income from productive invesments. Added to the red rate of interest is
compensation required by investorsfor the inflationary impact of the declining purchasing power of their
income recaived in the future. While interest rates are clearly influenced by the changing annud rate of
inflation, it isimportant to note that the expected rate of inflation, that isreflected in current interest rates,
may be quite different than the prevalling rate of inflation.

Rates of interest dso vary by the type of interest bearing instrument. Investors require
compensation for the risk associated with the term of the investment and the risk of default. The risk
associated with the term of the investment is usudly shown by theyidd curve, i.e, the differencein rates
across maturities.  The typica dructure is represented by a postive yield curve which provides
progressvely higher interest rates as the maturities are lengthened. Hat (i.e,, rdlatively leve rates across

maturities) or inverted (i.e., higher short-term ratesthan long-term rates) yield curves occur lessfrequently.

Therisk of default istypically associated with the creditworthiness of the borrower. Differencesin
interest rates can be traced to the credit quality ratings assigned by the bond rating agencies, such as
Moody's Investors Service, Inc. and Standard & Poor's Corporation. Obligations of the United States

Treasury are usualy condgdered to be free of default risk, and hence reflect only the red rate of interest,
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compensation for expected inflation, and maturity risk. The Treasury has been issuing inflation-indexed
noteswhich automatically provide compensation to investorsfor futureinflation, thereby providing alower
current yield on these issues.

Interest Rate Environment

Federd ReserveBoard ("Fed") palicy actionswhich impact directly short-terminterest ratesaso
subgtantidly affect investor sentiment inlong-term fixed-income securities markets. In thisregard, the Fed
has often pursued policies designed to build investor confidence in the fixed-income securities market.
Formative Fed policy has had a long higtory, as exemplified by the historic 1951 Treasury-Federa
Reserve Accord, and more recently, deregulation within thefinancia system which increased theleve and
volatility of interest rates. The Fedhasindicated that it will follow amonetary policy desgned to promote
noninflationary economic growth.

As background to the recent levels of interest rates, history shows that the Open Market
Committee of the Federad Reserve board (“FOMC”) began a series of movestoward lower short-term
interest ratesin mid-1990 -- a the outset of the last recesson. Monetary policy was influenced at that
time by (i) seps taken to reduce the federd budget deficit, (i) dowing economic growth, (iii) rising
unemployment, and (iv) measuresintended to avoid acredit crunch. Thereefter, the Federd government
initiated severa bold proposals to ded with future borrowings by the Treasury. With lower expected
federd budget deficits and reduced Treasury borrowings, together with limitations on the supply of new
30-year Treasury bonds, long-term interest rates declined to a twenty-year low, reaching atrough of
5.78% in October 1993.

On February 4, 1994, the FOMC began a series of increases in the Fed Funds rate (i.e, the
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interest rate on excess overnight bank reserves). Theinitia increase represented thefirst risein short-tam
interest rates in five years. The series of seven increases doubled the Fed Funds rate to 6%. The
increases in short-term interest rates aso caused |ong-term rates to move up, continuing atrend which
began in the fourth quarter of 1993. The cydica peak in long-term interest rates was reached on
November 7 and 14, 1994 when 30-year Treasury bondsattained an 8.16% yield. Thereefter, longtam
Treasury bond yields generdly declined.

Begiminginmid- February 1996, long-terminterest ratesmoved upward from their previouslows.

After initidly reaching aleved of 6.75% on March 15, 1996, long-term interest rates continued to climb

and reached a peak of 7.19% on July 5and 8, 1996. For the period leading up to the 1996 Presidentia
election, long-term Treasury bonds generdly traded within thisrange. After the dection, interest rates
moderated, returning to a level somewhat below the previoustrading range. Therefter, in December
1996, interest rates returned to arange of 6.5% to 7.0% which existed for much of 1996.

On March 25, 1997, the FOMC decided to tighten monetary conditions through a one-quarter
percentage point increase in the Fed Fundsrate. Thistightening increased the Fed Funds rate to 5.5%,
athough the discount rate was not changed and remained at 5%. 1n making thismove, the FOMC stated
that it was concerned by pers stent strength of demand in the economy, which it feared would increasethe
risk of inflationary imbaances that could eventudly interfere with the long economic expansion.

Inthefourth quarter of 1997, theyields on Treasury bonds began to declinerapidly inresponseto
an increase in demand for Treasury securities caused by aflight to safety triggered by the currency and
stock market crissin Ada. Liquidity provided by the Treasury market makes these bonds an attractive

investment in times of crigs. Thisis because Treasury securities encompass avery large market which
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provides ease of trading and carry a premium for safety. During the fourth quarter of 1997, Treasury
bond yields pierced the psychologicdly important 6% leve for the firgt time since 1993.

Throughthefirgt haf of 1998, the yidds on long-term Treasury bondsfluctuated within arange of
about 5.6% to 6.1% reflecting their attractiveness and safety. In the third quarter of 1998, there was
further deterioration of investor confidence in globd financid markets. Thisloss of confidence followed
the moratorium (i.e., default) by Russaon its sovereign debt and fears associated with problemsin Latin
America. While not significant to the globa economy in the aggregate, the August 17 default by Russa
had asgnificant negativeimpact on investor confidence, following earlier discontent surrounding the criss
in Ada. These events subsequently led to a generd pull back of risk-taking as displayed by banks
growing reluctanceto lend, worries of an expanding credit crunch, lower stock prices, and higher yieldson
bonds of riskier companies. These events contributed to thefalure of the hedgefund, Long- Term Capitd
Management.

In response to these events, the FOMC cut the Fed Funds rate just prior to the mid-term
Congressonal dections. The FOM C'saction was based upon concernsover how increasing weeknessin
foreign economieswould affect the U.S. economy. Asrecently as July 1998, the FOM C had been more
concerned about fighting inflation than the state of the economy. Theinitid rate cut wasthefirgt of three
reductions by the FOMC. Theregfter, the yield on long-term Treasury bonds reached a30-year low of
4.70% on October 5, 1998. Long-term Treasury yiedsbeow 5% had not been seen snce 1967. Unlike
thefirgt rate cut that waswidely anticipated, the second rate reduction by the FOMC wasasurpriseto the
markets. A third reduction in short-term interest rates occurred in November 1998 when the FOMC

reduced the discount rate to 4.5% and the Fed Funds rate to 4.75%.
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All of these events prompted an increase in the prices for Treasury bonds which lead to the low
yidds described above. Another factor that contributed to the decline in yields on long-term Treasury
bonds was a reduction in the supply of new Treasury issues coming to market dueto the Federa budget
aurplus-- thefirgtin nearly 30 years. Thedollar amount of Treasury bonds being issued declined by 30%
intwo yearsthusresulting in higher pricesand lower yields. In addition, rumors of some struggling hedge
funds unwinding their positions further added to the gainsin Treasury bond prices.

Thefinancid cridgsthat goread from Asato Russaand to Latin Americapushed nervousinvestors
from stocks into Treasury bonds, thus increasing demand for bonds, just when supply was shrinking.
Therewas aso amove from corporate bondsto Treasury bondsto take advantage of appreciationinthe
Treasury market. This resulted in a certain amount of exuberance for Treasury bond investments that
formerly was reserved for the sock market. Moreover, yieds in the fourth quarter of 1998 became
extremely volatile as shown by Treasury yieldsthat fell from 5.10% on September 29 to 4.70 percent on
October 5, and thereafter returned to 5.10% on October 13. A decline and rebound of 40 basispointsin
Treasury yiddsin atwo-week time frameis remarkable.

Beginning in mid-1999, the FOMC raised interest rates on Six occasions reversing its actionsin
thefal of 1998. On June 30, 1999, August 24, 1999, November 16, 1999, February 2, 2000, March
21, 2000, and May 16, 2000, the FOMC raised the Fed Funds rate to 6.50%. This brought the Fed
Fundsratetoits highest level snce 1991, and was 175 basis points higher than the level that occurred at
the haght of the Adan currency and stock market criss. Smilarly, the FOM C increased the discount rate
t0 6.00% with itsactions on August 24, 1999, November 16, 1999, February 2, 2000, March 21, 2000,

and May 16, 2000. Thisbrought the discount rate up by one and one-hdf percentage pointsfromitslow
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in the fourth quarter of 1998. At the time, these actions were taken in response to more normaly
functioning financid markets, tight labor markets, and areversal of the monetary ease that was required
earlier in response to the globd financid market turmoail.

Asthe year 2000 drew to a close, economic activity dowed and consumer confidence began to
weaken. In two steps at the beginning and at the end of January 2001, the FOMC reduced the Fed
Fundsrate by one percentage point. These actions brought the Fed Funds rate to 5.50% and the discount
rate was also lowered to 5.00%. The FOMC described its actions as“arapid and forceful response of
monetary policy” to eroding consumer and business confidence exemplified by wesker retail sales and
busi ness spending on capita equipment and cut backs in manufacturing production.  Subsequently, on
March 20, 2001, April 18, 2001, May 15, 2001, June 27, 2001, and August 21, 2001, the FOMC
lowered the Fed Funds and discount rate in steps consisting of three 50 bagis points decrementsfollowed
by two 25 basis points decrement. These actionstook the Fed Fundsrate to 3.50% and the discount rate
to 3.00%. The FOMC observed on August 21, 2001:

“Household demand has been sustained, but business profits and
capitd spending continue to weaken and growth abroad is dowing,

welghing on the U.S. economy. The associated easing of pressureson
labor and product markets is expected to keep inflation contained.

Although long-term prospects for productivity growth and the economy
remain favorable, the Committee continues to believe that againg the

background of its long-run goas of price stability and sustainable
economic growth and of the information currently available, the risks
are weighted mainly toward conditions that may generate economic
weakness in the foreseesble future.”

After the terrorist attack on September 11, 2001, the FOMC made two additional 50 basis points

reductionsin the Fed Fundsrate and discount rate. Thefirst reduction occurred on September 17, 2001
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and followed the four-day closure of the financid markets following the terrorist attacks. The second
reduction occurred at the October 2 meeting of the FOMC where it observed:

“The terrorigt atacks have sgnificantly heightened uncertainty in an
economy that was dready weak. Business and household spending as
aconsequence are being further damped. Nonetheless, the long-term
prospects for productivity growth and the economy remain favorable
and should become evident once the unusud forcesrestraining demand
abate.”

Afterward, the FOM C reduced the Fed Fundsrate and discount rate by 50 basis points on November 6,
2001 and by 25 basis points on December 11, 2001. Intota, short-terminterest rateswere reduced by
the FOMC eeven (11) times during the year 2001. These actions cut the Fed Funds rate and discount
ratesby 4.75% and resulted in 1.75% for the Fed Funds rate and 1.25% for the discount rate at year-ed
2001. Asnoted by the FOMC at its June 26, 2002 meeting whereinterest rates were kept unchanged:

“Theinformation that has become available sncethelast mesting of the
Committee confirms that economic activity is continuing to increase.
However, both the upward impetus from the swing in inventory
investment and the growth in find demand appear to have moderated.
The Committee expectsthe rate of increase of find demand to pick up
over coming quarters, supported in part by robust underlying growthin
productivity, but the degree of the strengthening remains uncertain.

In these circumstances, dthough the stance of monetary policy is
currently accommodative, the Committee believes that, for the
foreseeable future, againgt the background of itslong run goasof price
gability and sustainable economic growth and of the information
currently available, therisks are bal anced with respect to the prospects
for both gods.”

Public Utility Bond Yidds

The Risk Premium andysis of the cost of equity is represented by the combination of a firm's

borrowing rate for long-term debt capitd plus a premium that is required to reflect the additiona risk
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associated with the equity of afirm as explained in IAWC Exhibit 7.7. Due to the senior nature of the
long-term debot of afirm, its cost islower than thecost of equity dueto the prior clam which lendershave
on the earnings and assets of a corporation.

Asagenerdization, dl interest ratestrack to varying degrees of the benchmark yields established
by the market for Treasury securities. Public utility bond yiddsusudly reflect the underlying Treasury yidd
associated with a given maturity plus a spread to reflect the specific credit qudity of the issuing public
utility. Market sentiment can a so have an influence on the soreads asdescribed below. Thegpreadinthe
yields on public utility bonds and Treasury bonds varies with market conditions, as doestherdative level
of interest rates a varying maturities shown by the yield curve.

Pages 1 and 2 of Schedule 9 of IAWC Exhibit 8.0 provide the recent history of long-term (i.e,,
maturities as close as possble to 30 years) public utility bond yidds for each of the "investment grades'
(i.e, Aaa, Aa A and Baa). Thetop four rating categories shown on Schedule 9 of IAWC Exhibit 8.0 are
generdly regarded as digible for bank investments under commercia banking regulations. These
investment grades are distinguished from "junk” bonds which have ratings of Baand below.

A rdatively long history of the Soread between theyieldson long-term A rated public utility bonds
and long-term Treasury bondsis shown on page 3 of Schedule9 of IAWC Exhibit 8.0. There, itisshown
that the spread in these yields declined after the 1987 stock market crash. Those spreads stabilized at
about the one percentage point level for the years 1992 through 1997. With theaverdontorisk and flight
to quality described earlier, a Sgnificant widening of the spread in the yields between corporate (e.g.,
public utility) and Treasury bonds developed in 1998, after an initid widening of the spread that beganin

the fourth quarter of 1997. The dgnificant widening of spreads in 1998 was unexpected by some
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technicaly savvy investors, as shown by the debacle at the Long- Term Capitd Management hedge fund.
When Russadefaulted itsdebt on August 17, someinvestors had to cover short positionswhen Treasury
prices spiked upward. Short covering by investors that guessed wrong on the relationship between
corporate and Treasury bonds aso contributed to run-up in Treasury bond prices by increasing the
demand for them. Thishelped to contribute to awidening of the spreads between corporate and Treasury
bonds.

Asindicated by the dynamics described earlier, there has been adisconnection from the previous
relationship betweenthe yields on corporate debt and Treasury bonds. Asshown on page 3 of Schedule
9 of IAWC Exhibit 8.0, the spread in yields between A rated public utility bonds and long-term Treasury
bondswidened from about one percentage point prior to 199810 1.46%in 1998, 1.75% in 1999, 2.30%
in 2000, and 2.27%in 2001. In essence, the cost of corporate debt and equity has disconnected from the
yieldson long-term Treasury bonds dueto agenerd aversonto risk and the shrinking supply of long-tem
Treasury bonds. Asshown by the data presented graphically on pages4 and 5 of Schedule 9 of IAWC
Exhibit 8.0, the interest rate spread between the yields on long-term Treasury bonds and A rated public
utility bondswas 1.78 percentage pointsfor the four months ended June 2002. This Situation continuesto
point to the high cost of corporate capitd vis-a-visthe yield on Treasury obligations.

Risk-Free Rate of Return in the CAPM

Regarding the risk-free rate of return (see IAWC Exhibit 7.8), pages 2 and 3 of Schedule 11 of
IAWC Exhibit 8.0 provide the yields on the broad spectrum of Treasury Notes and Bonds. Some
practitioners of the CAPM would advocate the use of short-term treasury yidds (and somewould argue

for the yields on 91-day Treasury Bills). Other advocates of the CAPM would advocate the use of
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longer-term treasury yields as the best measure of arisk-freerate of return. AsIbbotson hasindicated:

The Cogt of Capitd in a Regulatory Environment. When discounting cash

flowsprojected over along period, it isnecessary to discount them by along

term cost of capitdl. Additiondly, regulatory processesfor setting rates often

specify or suggest that the desired rate of return for aregulated firm is that

which would alow the firm to attract and retain debt and equity capitd over

thelong term. Thus, the long-term cost of capitd istypicaly the ppropriate

cost of capitd to use in regulated ratesetting.  (Stocks, Bonds, Bills and

Inflation - 1992 Y earbook, pages 118-119)
Asindicated above, long-term Treasury bond yie ds represent the correct measure of therisk-freerate of
return in the traditiona CAPM. Very short term yields on Treasury hills should be avoided for severd
reasons. Firdt, rates should be sat on the basis of financia conditions thet will exist during the effective
period of the proposed rates. Second, 91-day Treasury hill yields are more volatile than longer-term
yields and are greetly influenced by FOMC monetary policy, politica, and economic Stuations.
Moreover, Treasury hill yields have been shown to be empiricdly inadequate for the CAPM. Some
advocates of the theory would arguethat the risk-freerate of returninthe CAPM should be derived from

qudity long-term corporate bonds.
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RISK PREMIUM ANALYSIS

The cost of equity requires recognition of the risk premium required by common equities over
long-term corporate bond yields. Inthe case of senior capita, a company contracts for the use of long-
term debt capital at a stated coupon rate for a pecific period of time and in the case of preferred stock
capital a astated dividend rate, usudly with provison for redemption through sinking fund requirements.
In the case of senior capital, the cost rate is known with a high degree of certainty because the payment
for use of this capitd is a contractud obligation, and the future schedule of payments is known. In
essence, the investor-expected cost of senior capital isequd to the redlized return over the entire term of
the issue, absent defaullt.

The cost of equity, onthe other hand, isnot fixed, but rather varieswith investor perception of the
risk associated with the common stock. Because no preci se measurement exists asto the cost of equity,
informed judgment must be exercised through astudy of various market factorswhich motivateinvestors
to purchase common stock. In the case of common equity, the redized return rate may vary sgnificantly
from the expected cost rate due to the uncertainty associated with earnings on common equity. This
uncertainty highlights the added risk of a common equity investment.

Asonewould expect from traditiond risk and return rel ationships, the cost of equity isaffected by
expected interest rates. Asnoted in AWC Exhibit 7.6, yields on long-term corporate bondstraditionaly
conss of ared rate of return without regard to inflation, an increment to reflect investor perception of
expected future inflation, the investment horizon shown by the term of the issue until maturity, and the
credit risk associated with each rating category.

The Risk Premium approach recognizes the required compensation for the more risky common
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equity over the less risky secured debt position of alender. The cost of equity Stated in terms of the

familiar risk premium approach is:

k=i+RP
where, the cost of equity ("k")isequd to the interest rate on long-term corporate debt ("i"), plusan
equity risk premium (" RP") which represents the additional compensation for theriskier common equity.

Equity Risk Premium

Theequity risk premium isdetermined asthe differencein the rate of return on debt capital and the
rate of return on common equity. Because the common equity holder hasonly aresdud claim on earnings
and assats, there is no assurance that achieved returns on common equities will equal expected returns,
Thisis quite different from returns on bonds, where the investor redlizes the expected return during the
entire holding period, absent default. Itisfor thisreason that common equitiesare dwaysmorerisky than
senior debt securities. Thereareinvestment drategies availableto bond portfolio managersthat immunize
bond returns againg fluctuationsin interest rates because bonds are redeemed through sinking funds or at
meaturity, whereas no such redemption is mandated for public utility common equities.

It iswell recognized that the expected return on more risky investments will exceed the required
yield on lessrisky investments. Neither the possibility of default on abond nor the maturity risk detracts
from the risk analysi's, because the common equity risk rate differentid (i.e., the investor-required risk
premium) is aways greater than the return components on a bond. It should also be noted that the
investment horizonis typicaly long-run for both corporate debt and equity, and that therisk of default (i.e,
corporate bankruptcy) isaconcern to both debt and equity investors. Thus, therequired yield on abond

provides a benchmark or starting point with which to track and measure the cost rate of common equity
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capita. Thereisno need to segment the bond yield according to its components, because it is the tota
return demanded by investorsthat isimportant for determining therisk rate differentia for common equity.
This is because the complete bond yield provides the basis to determine the differentid, and as such,
consstency requires that the computed differentid must be gpplied to the complete bond yield when
applying therisk premium approach. To apply the risk rate differentia to apartia bond yied would result
in amisspecification of the cost of equity because the computed differentid was initidly determined by
reference to the entire bond return.

Therisk rate differentia between the cost of equity and the yield on long-term corporate bonds
can be determined by reference to a comparison of holding period returns (here defined as one year)
computed over long time spans.  This analyss assumes that over long periods of time investors
expectations ae on average consstent with rates of return actudly achieved. Accordingly, historical
holding period returns must not be anayzed over an unduly short period because near-term redized results
may not have fulfilled investors expectations. Moreover, specific past period results may not be
representative of investment fundamentas expected for the future. Thisis especidly apparent when the
holding period returnsincude negative returnswhich are not representative of either investor requirements
of the past or investor expectations for the future. The short-run phenomenon of unexpected returns
(either pogitive or negative) demondtrates that an unduly short historical period would not adequately
support arisk premium andyss. It isimportant to distinguish between investors motivation to inves,
which encompass positive return expectations, and the knowledge that 1osses can occur. No rationa
investor would forego payment for the use of capital, or expect loss of principd, asabassfor investing.

Investors will hold cash rather than invest with the expectation of aloss.
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Within these congtraints, page 1 of Schedule 10 of IAWC Exhibit 8.0 provides the historica
holding period returnsfor the S& P Public Utility Index which have been independertly computed and the

historicad holding period returns for the S& P Composite Index which have been reported in Stocks,

Bonds, Billsand Inflation published by Ibbotson & Associates. Thetabulation beginswith 1928 because
January 1928 isthe earliest monthly dividend yied for the S& P Public Utility Index. | haveconsdered al
reliable datafor thisstudy to avoid theintroduction of aparticular biasto theresults. The measurement of
the common equity return rate differentia isbased upon actud capitd market performance using redized
results. Asaconsequence, the underlying datafor thisrisk premium gpproach can be anadyzed withahigh
degree of precison. Informed professiona judgment isrequired only to interpret the results of this study,
but not to quantify the component variables.

Therisk rate differentidsfor dl equities, as measured by the S& P Composite, are established by
reference to long-term corporate bonds. For public utilities, therisk rate differentias are computed with
the S& P Public Utilities as compared with public utility bonds.

The measurement procedure used to identify the risk rate differentids conasted of arithmetic
means, geometric means, and mediansfor each series. Measures of centrd tendency of the resultsfrom
thehistorica periods provide the best indication of representativeratesof return. Inregulated ratesetting,
the correct measure of the equity risk premium isthe arithmetic mean because autility must expect toearn
its cost of capitd in each year in order to provide investors with their long-term expectations. 1n other
contexts, such as pension determinations, compound rates of return, as shown by the geometric means,
may be appropriate. The median returnsare aso gppropriatein ratesetting becausethey areameasure of

the centrd tendency of asingle period rate of return. Median vaues have dso been consdered in this
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andyd's because they provide a return which divides the entire series of annud returns in hdf and are
representative of areturn that symbolizes, in ameaningful way, the centra tendency of dl annua returns
contained within the andyss period. Medians are regularly included in many investor-influencng
publications.

As previoudy noted, the arithmetic mean provides the appropriate point estimate of the risk
premium. Asfurther explained in IAWC Exhibit 7.8, the long-term cost of capitd in rate casesrequires
the use of the arithmetic means. To supplement my andysis, | have dso used the rates of return taken
from the geometric mean and median for each series to provide the bounds of the range to measure the
rik rate differentids. Thisfurther analyss showsthat when sdlecting the midpoint from arange established
with the geometric means and medians, the arithmetic mean isindeed areasonable measurefor thelong-
term cost of capitd. For the years 1928 through 2001, the risk premiums for each class of equity are:

S&P XKP
Composdite Public Utilities

Arithmetic Mean 6.27% 5.32%
Geometric Mean 4.65% 3.28%
Median 11.37% 6.71%
Midpoint of Range 8.01% 5.00%

Average 71.14% 5.16%

The empirica evidence suggests that the common equity risk premium is higher for the S& P Compodte
Index compared to the S& P Public Utilities.
If, however, specific historica periodswere dso analyzed in order to match more closdy hisoricd

fundamenta swith current expectations, the results provided on page 2 of Schedule 10 of IAWC Exhibit
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8.0 should aso be considered. One of these sub-periods included the 50-year period, 1952-2001.
These years follow the historic 1951 Treasury- Federd Reserve Accord which affected monetary policy
and the market for government securities.

A further invedtigation was undertaken to determine whether redignment has taken place
subsequent to the historic 1973 Arab Oil embargo and during thederegulation of thefinancid markets. In
each case, the public utility risk premiumswere computed by using the arithmetic mean, and the geometric
means and medians to establish the range shown by those values. The time periods covering the more
recent periods 1974 through 2001and 1979 through 2001 contain events subsequent to the initia ol
shock and the advent of monetarism as Fed policy, respectively. For the 50-year, 28-year and 23-year
periods, the public utility risk premiums were 5.96%, 5.24%, and 5.39% respectively, as shown by the
average of the specific point-estimates and the midpoint of the ranges provided on page 2 of Schedule 10

of IAWC Exhibit 8.0.
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CAPITAL ASSET PRICING MODEL

Modern portfolio theory provides a theoretica explanation of expected returns on portfolios of
securities. The Capitd Asset Pricing Modd ("CAPM") attempts to describe the way prices of individua
securities are determined h efficient markets where information is fredy available and is reflected
ingantaneoudy in security prices. The CAPM dates that the expected rate of return on a security is
determined by arisk-free rate of return plusarisk premiumwhichisproportiond to the non-diversfiable
(or systemétic) risk of a security.

The CAPM theory has severd unique assumptions that are not common to most other methods
used to measure the cost of equity. As with other market-based approaches, the CAPM is an
expectationa concept. There has been sgnificant academic research conducted that found that the
empirical market line, based upon higtorical data, has a less steep dope and higher intercept than the
theoreticd market line of the CAPM. For equities with a beta less than 1.0, such as utility common
stocks, the CAPM theoretical market line will underestimate the redlistic expectation of invetors in
comparison with the empirica market line which shows that the CAPM may potentialy misspecify
investors required return.

The CAPM consders changing market fundamentals in a portfolio context. The balance of the
investment risk, or that characterized as unsystematic, must be diversfied. Some arguethat diversifiable
(unsystemattic) risk is unimportant to investors. But this contentionisnot completdly justified becausethe
businessand financid risk of anindividua company, including regulatory risk, arewidely discussed within
the investment community and therefore influence investorsin regulated firms. In addition, | notethat the

CAPM assumesthat through portfolio divergfication, investorswill minimize the effect of the unsystematic
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(divergfiable) component of investment risk. Becauseit isnot known whether the averageinvestor holds
awdl divergfied portfolio, the CAPM must aso be used with other models of the cost of equity.

Toapply thetraditional CAPM theory, three inputs are required: the betacoefficient ("3"), arisk-
freerate of return ("Rf"), and amarket premium ("Rm - Rf"). The cost of equity Sated intermsof the
CAPM is

k= Rf +B(Rm- Rf)

Asprevioudy indicated, itisimportant to recognize that the academic research has shown that the
security market linewasflatter than that predicted by the CAPM theory and it had ahigher intercept than
therisk-freerate. Thesetestsindicated that for portfolioswith betaslessthan 1.0, thetraditiond CAPM
would undergtate the return for such stocks. Likewise, for portfolios with betas above 1.0, these
companies had lower returns than indicated by the traditiona CAPM theory. Once again, CAPM
assumes that through portfolio diversfication investors will minimize the effect of the unsystematic
(diversfiable) component of investment risk. Therefore, the CAPM must a so be used with other models
of the cost of equiity, especidly when it is not known whether the average public utility investor holds a
well-diversified portfolio.

Beta

The beta coefficient is a datisticdl measure which attempts to identify the non-diversfiable
(systematic) risk of an individua security and measures the sengtivity of rates of return on a particular
security with generd market movements. Under the CAPM theory, a security that has a beta of 1.0
should theoretically provide a rate of return equa to the return rate provided by the market. When

employing stock price changes in the derivation of beta, a stock with a beta of 1.0 should exhibit a
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movement in price which would track the movementsin the overal market prices of stocks. Hence, if a
particular investment has abeta of 1.0, a one percent increase in the return on the market will result, on
average, in aone percent increase in the return on the particular investment. An investment which hasa
betaless than 1.0 is consdered to be less risky than the market.

The beta coefficient ("13"), the oneinput in the CAPM application which specificaly gppliestoan
individud firm, isderived from agtatistica application which regressesthereturnson anindividua security
(dependent variable) with the returns on the market as a whole (independent variable). The beta
coefficientsfor utility companiestypicaly describeasmal proportion of thetotal investment risk because
the coefficients of determination (%) are low.

Page 1 of Schedule 11 of IAWC Exhibit 8.0 providesthe betas published by VaueLine. By way
of explanation, the Vaue Line beta coefficient is derived from a "straight regresson” based upon the
percentage change in the weekly price of common stock and the percentage change weekly of the New
Y ork Stock Exchange Compositeaverage using afive-year period. Theraw historica betaisadjusted by
VaueLinefor the measurement effect resulting in overestimatesin high betastocks and underestimatesin
low beta stocks. Vaue Line then rounds its betas to the nearest .05 increment. Vaue Line does not
consder dividends in the computation of its betas.

Market Premium

Thefina dement necessary to apply the CAPM isthe market premium. The market premium by
definition is the rate of return on the total market less the risk-free rate of return ("Rm - Rf"). In this
regard, the market premium in the CAPM has been calculated from the totd return on the market of

equitiesusing forecast and higtorical data. The future market returnisestablished with forecastsby Vaue



© 0 N O

10

11

13

14

15

16

17

18

19

20

21

23

24
25

IAWC Exhibit 7.8
Page4of 5

Line using estimated dividend yields and capitd gppreciation potentid.
With regard to the forecast data, | have relied upon the Vdue Line forecasts of capital
appreciation and the dividend yield on the 1,700 stocks in the VaueLine Survey. According tothe July

5, 2002, edition of TheVaue LineInvesment Survey Summary and Index, (seepage 5 of Schedule 11of

IAWC Exhibit 8.0) the tota return on the universe of Vaue Line equitiesis

Median Median
Dividend Appreciation Totd
Yidd + Potential = Return
Asof duly 5, 2002 1.8% + 14.19%' =  15.99%

Thetabulation shown above providesthe dividend yield and capita gainsyield of the companiesfollowed
by VaueLine. With the 15.99% forecast market return and the 5.50% risk-freerate of return, 210.49%
(15.99% - 5.50%) market premium would be indicated using forecast market data.

With regard to the historica data, | provided the rates of return from long-term historicd time
periods that have been widely circulated among the investment and academic community over the past
severd years, as shown on page 6 of Schedule 11of IAWC Exhibit 8.0. These data are published by

Ibbotson Associatesin itsStocks, Bonds, Billsand Inflation ("SBBI™). From thedataprovided on page 6

of Schedule 11of IAWC Exhibit 8.0, | cdculate a market premium using the common stock arithmetic
mean returns of 12.7% less government bond arithmetic mean returns of 5.7%. For the period 1926-
2001, the market premium was 7.0% (12.7% - 5.7%). | should note that the arithmetic mean must be
used in the CAPM because it is a Single period model. It is further confirmed by Ibbotson who has

indicated:

The estimated median appreciation potential isforecast to be 70% for 3 to 5 years hence. The
annual capital gainsyield at the midpoint of the forecast period is 14.19% (i.e., 1.70% - 1).
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Arithmetic Versus Geometric Differences

For use asthe expected equity risk premiuminthe CAPM, thearithmetic or
simple difference of the arithmetic means of stock market returns and

risklessratesisthereevant number. Thisisbecausethe CAPM isan additive
mode wherethe cost of capita isthesum of itsparts. Therefore, the CAPM

expected equiity risk premium must be derived by arithmetic, not geometric,

Subtraction.

Arithmetic Versus Geometric Means

The expected equity risk premium should aways be cadculated usng the
arithmetic mean. The arithmetic mean is the rate of return which, when
compounded over multiple periods, gives the mean of the probability
digribution of ending wedlth values. This makes the arithmetic mean return
appropriate for computing the cost of capital. The discount rate that equates
expected (mean) future vaues with the present vaue of an investment isthat
investment's cost of capital. Thelogic of using the discount rate asthe cost of
capitd isreinforced by noting that investorswill discount their (mean) ending
wedlth vaues from an investment back to the present using the arithmetic
mean, for the reason given above. They will therefore require such an
expected (mean) return prospectively (that is, in the present looking toward
thefuture) to commit their capita to theinvestment. (Stocks, Bonds, Billsand
Inflation- 1996 Y earbook, pages 153-154)

Page5of 5

For the CAPM, a market premium of 8.75% (7.0% + 10.49% = 17.49% + 2) would be

reasonable which isthe average of the 7.0% using historical dataand amarket premium of 10.49% using

forecasts.
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COMPARABLE EARNINGS APPROACH

In order to identify the gppropriate return on equity for apublic utility, it is necessary to anayze
returns experienced by other firmswithin the context of the Comparable Earnings standard. Returns for
utility companies have not been used for this purpose so asto avoid the circularity that arises from using
regulatory influenced returns to determine a regulated return.  As such, the firms sdected for the
Comparable Earnings approach should be companies whaose prices are not subject to cost-based price
ceilings (i.e., non-regulated firms) so that circularity isavoided. Because regulated firms must compete
with non-regulated firms in the capita markets, it is appropriate, if not necessary, to view the returns
experienced by firms which operate in competitive markets. One must keep in mind that the rates of
return for non-regulated firms represent results on book vaue actudly achieved or expected to be
achieved because the starting point of the caculation isthe actud experience of companiesthat are not
subject to rate regulation. Hence, the results of the Comparable Earnings method can be applied directly
to an origind cost rate base because the nature of the analyss relates to book vaue. As such, the
Comparable Earnings approach isnot susceptible to the potentia misspecification associated with market
models when prices and book values diverge sgnificantly.

As edtablished in the Hope case:

[T]hereturn to the equity owner should be commensurate with returrson
investmentsin other enterprises having corresponding risks. That return,

moreover, should be sufficient to assure confidence in the financid
integrity of the enterprise, S0 as to maintain its credit and to atract

capitd.
Therefore, it is important to identify the returns earned by firms which compete for capitd with public
utilities. This can be accomplished by andyzing the returns for non-regulated firmswhich are subject to

the competitive forces of the marketplace,
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There are two avenues avail able to implement the Comparable Earnings approach. One method
would involvethe selection of another industry (or industries) with comparable risksto the public utility in
guestion, and the results for al companies within that industry would serve as abenchmark. The second
approach requires the selection of parameters which represent smilar risk traits for the public utility and
the comparable risk companies. Using this gpproach, the business lines of the comparable companies
become unimportant. Thelatter gpproach is preferable with the further qudification that the comparable
risk companies exclude regulated firms. As such, this gpproach to Comparable Earnings avoids the
circular reasoning implicit in the use of the achieved earnings/book ratios of other regulated firms. Rather,
it provides an indication of an earnings rate derived from non-regulated companies which are subject to
competition in the marketplace and not rate regulation. Because regulation isasubgtitutefor competitively
determined prices, the returns redlized by non-regulated firms with comparable risks to a public utility
provide useful indght into afair rate of return. Thisisbecause returnsrealized by non-regulated firmshave
become increasingly relevant with the trend toward increased risk throughout the public utility business.
Moreover, the rate of return for aregulated public utility must be competitive with returns avalable on
investments in other enterprises having corresponding risks, especialy in amore globa economy.

Toidentify the comparable risk companies, the Vaue Line Invesment Survey for Windowswas
used to screen for firms of comparablerisks. The Vaue Line Invesment Survey for Windows includes
data on gpproximately 1600 firms. Excluded from the selection process were companieswith aforeign
exchange ligting and master limited partnerships (MLPs).

Vdue Lingsrisk anadyss of these firmsincludes awide range of financid and market varigbles,
including nine items that provide raings for exch company. From these nine items, | removed one

category dedling with industry performance because, under my approach, the particular busnesstypeis
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not sgnificant. In addition, | removed two categories dedling with estimates of current earnings and
dividends because they are not useful for comparative purposes. The remaining Six categories provide
relevant measures to establish comparability. The definitions for each of the Six criteria (from the Vdue
Line Investment Survey - Subscriber Guide) follows

Timdiness Rank

The rank for astock’s probable relative market performancein the year
ahead. Stocksranked 1 (Highest) or 2 (Above Average) are likely to
outpace the year-ahead market. Thoseranked 4 (Below Average) or 5
(Lowest) are not expected to outperform most stocks over the next 12
months. Stocks ranked 3 (Average) will probably advance or decline
with themarket in theyear ahead. Investors should try to limit purchases
to stocks ranked 1 (Highest) or 2 (Above Average) for Timeliness.

Safety Rank

A measure of potentid risk associated with individuad common stocks
rather than large diversfied portfolios (for which Beta is good risk
measure). Safety is based on the gability of price, which includes
sengtivity to the market (see Beta) as well as the stock’s inherent
volatility, adjusted for trend and other factorsincluding company sze, the
penetration of its markets, product market voldility, the degree of
financid leverage, the earnings qudity, and the overdl condition of the
balance sheet. Safety Ranks range from 1 (Highest) to 5 (Lowest).
Consarvative investors should try to limit purchasesto equitiesranked 1
(Highest) or 2 (Above Average) for Sefety.

Financid Strength

The financid strength of each of the more than 1,600 companiesin the
VS| databaseisrated relative to dl the others. Theratingsrange from
A++toCinninesteps. (For screening purposes, think of an A rating as
"greater than" a B). Companies that have the best rdative financid

strength are given an A++ rating, indicating ability to weather hard times
better than the vast mgority of other companies. Thosewho don't quite
merit thetop rating are given an A+ grade, and soon. A raingaslow as
C++ iscondgdered satisfactory. A rating of C+ iswell below average,
and C is reserved for companies with very serious financia problems.

The ratings are based upon a computer analysis of a number of key

variablesthat determine () financia leverage, (b) businessrisk, and (C)
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company Sze, plus the judgment of Vaue Lines andysts and senior
editors regarding factors that cannot be quantified across-the-board for
companies. The primary variablesthat are indexed and studied include
equity coverage of debt, equity coverage of intangibles, "quick ratio",
accounting methods, variability of return, fixed charge coverage, stock
price stability, and company size.

Price Stahility Index

An index based upon a ranking of the weekly percent changes in the
price of the stock over the last five years. The lower the standard
deviation of the changes, the more stable the stock. Stocks ranking in
the top 5% (lowest standard deviations) carry aPrice Stability Index of
100; the next 5%, 95; and so on down to 5. One standard deviation is
the range around the average weekly percent change in the price that
encompasses about two thirds of al the weekly percent change figures
over thelast five years. When the range iswide, the standard deviation
is high and the stock's Price Stability Index is low.

Beta

A measure of the sengitivity of the stock's priceto overdl fluctuationsin
the New Y ork Stock Exchange Composite Average. A Beta of 1.50
indicates that a stock tends to rise (or fal) 50% more than the New
York Stock Exchange Composite Average. Use Betato measure the
stock market risk inherent in any diversified portfolio of, say, 15 or more
companies. Otherwise, use the Safety Rank, which measures total risk
inherent in an equity, including that portion attributable to market
fluctuations. Beta is derived from a least squares regresson andysis
between weekly percent changes in the price of a sock and weekly
percent changes in the NY SE Average over aperiod of fiveyears. In
the case of shorter price histories, asmaler time period isused, but two
yearsistheminimum. TheBetasare periodicdly adjusted for their long-
term tendency to regress toward 1.00.

IAWC Exhibit 7.9
Page 4 of 6
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Technical Rank

A prediction of relative price movement, primarily over the next threeto

ax months. Itisafunctionof priceaction relativeto al stocksfollowed

by Vaue Line. Stocksranked 1 (Highest) or 2 (Above Average) are

likely to outpace the market. Those ranked 4 (Below Average) or 5

(Lowest) are not expected to outperform maost stocks over the next six

morths. Stocks ranked 3 (Average) will probably advance or decline

with the market. Investors should use the Technical and Timeliness

Ranks as complements to one another.
In order to implement the Comparable Earnings approach, non-regulated companies weresdected from
the Vaue Line Investment Survey for Windows which have six categories of comparability desgned to
reflect the risk of the Water Group and Gas Digtribution Group. These screening criteriawere used to
establish arange as defined by the rarkings of the component companies in the Water Group and Gas
Didribution Group. Theitems consdered were: Timeliness Rank, Safety Ranking, Financid Strength,
Price Stability, Vadue Line betas, and Technical Rank. The identities of companies comprising the
Comparable Earnings group and their associated rankings within the ranges are identified on page 1 of
Schedule 12 of IAWC Exhibit 8.0 for the Water Group and Gas Distribution Group.

Both historicd redized returns and forecast returnsfor non utility companieshavebeen usedinthe
Comparable Earnings approach. It isappropriateto consider ardatively long measurement period inthe
Comparable Earnings gpproach in order to cover conditions over an entire business cycle. A ten-year
period (5 historical years and 5 projected years) is sufficient™ to cover an average business cycle. The
historical rate of return on book common equity was 21.1% using the average measure of centra tendency

and 16.4% using the median vaue as shown on page 2 of Schedule 12 of IAWC Exhibit 8.0. The

forecast rates of return as published by Vaue Line are shown by the 17.6% average and 14.8% median



IAWC Exhibit 7.9
Page 6 of 6

148  vauesaso provided on page 2 of Schedule 12 of IAWC Exhibit 8.0. Vaue Line datawasrelied upon
149  becauseit provides a comprenensve basis for evauating the risks of the comparable firms.

150 The average of the historical and forecast median rates of return is 15.60% (16.4% + 14.8% =
151 31.2% + 2) and represents the Comparable Earnings result for this case. Asto the returns calcuated by
152  VdueLinefor these companies, thereis some downward biasin thefigures shown on page 2 of Schedule
153 12 of IAWC Exhibit 8.0 because Vaue Line computesthe returns on year-end rather than average book
154  vdue. If average book values had been employed, the rates of return would have been dightly higher.
155  Neverthdess, thesearethereturns considered by investorswhen taking positionsinthese stocks. Findly,
156 because many of the comparability factors, as well as the published returns, are used by investors for
157 sdlecting socks, and to the extent that investorsrely on the VVdue Line serviceto gaugether returns, itis,

158  therefore, an appropriate database for measuring comparable return opportunities.

1 For example, since 1854, there have been 30 business cycles having an average length of 51 months measured
from trough to trough and 53 months measured from peak to peak. Hence, a 10-year measurement period in the
Comparable Earnings approach is more than adequate to cover an average business cycle.
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lllinois-American Water Company
Overall Rate of Return
For the Rate Year 2003

Weighted
Cost Cost
Type of Capital Ratios Rate Rate
Long-Term Debt 54.85% 5.537% 3.04%
Common Equity 45.15% 11.015% 4.97%
Total 100.00% 8.01%
Indicated levels of fixed charge coverage assuming that
the Company could actually achieve its overall cost of capital:
Pre-tax coverage of interest expense based upon a
37.5805% composite federal and state income tax rate
( 11.00% +~ 3.04% ) 3.62 x

Post-tax coverage of interest expense
( 8.01% +~ 3.04% ) 2.63 X



lllinois-American Water Company

Capitalization and Financial Statistics
1997-2001, Inclusive

IAWC Exhibit 8.0
Page 2 of 31
Schedule 2 [1 of 2]

2001 2000 1999 1998 1997
(Millions of Dollars)
Amount of Capital Employed
Permanent Capital $ 280.7 $ 284.1 $ 286.0 $ 188.9 $ 153.2
Short-Term Debt $ 405 $ 208 $ 2.6 $ 1.1 $ 210
Total Capital $ 3211 $ 304.9 $ 2885 $ 190.0 $ 1741
Capital Structure Ratios
Based on Permanent Captial: Average
Long-Term Debt 50.7% 52.2% 53.9% 48.0% 51.0% 51.2%
Preferred Stock 0.2% 0.2% 0.3% 0.4% 0.6% 0.3%
Common Equity 49.1% 47.6% 45.8% 51.6% 48.4% 48.5%
100.0% 100.0% 100.0% 100.0% 100.0% 100.0%
Based on Total Capital:
Total Debt incl. Short Term 56.9% 55.4% 54.3% 48.3% 56.9% 54.4%
Preferred Stock 0.2% 0.2% 0.3% 0.4% 0.5% 0.3%
Common Equity 42.9% 44.4% 45.4% 51.3% 42.5% 45.3%
100.0% 100.0% 100.0% 100.0% 99.9% 100.0%
Rate of Return on Book Common Equity 10.1% 12.6% 11.9% 14.5% 13.2% 12.5%
Operating Ratio (1) 69.4% 63.9% 70.1% 64.9% 68.9% 67.4%
Coverage incl. AFUDC (2)
Pre-tax: All Interest Charges 2.96 x 3.61 x 3.26 x 4.03 x 3.45 x 3.46 x
Post-tax: All Interest Charges 2.28 x 2.59 x 2.43 x 2.92 x 2.56 x 2.56 x
Overall Coverage: All Int. & Pfd. Div. 2.28 x 2.58 x 2.42 x 2.90 x 2.54 x 2.54 x
Coverage excl. AFUDC (3)
Pre-tax: All Interest Charges 2.93 x 3.30 x 3.11 x 3.99 x 3.27 x 3.32 x
Post-tax: All Interest Charges 2.25 x 2.29 x 2.28 x 2.88 x 2.38 x 2.42 x
Overall Coverage: All Int. & Pfd. Div. 2.25 x 2.28 x 2.26 X 2.86 x 2.36 x 240 x
Quiality of Earnings & Cash Flow
AFC/Income Avail. for Common Equity 2.3% 19.4% 10.9% 2.0% 11.4% 9.2%
Effective Income Tax Rate 34.5% 38.8% 36.8% 36.5% 36.2% 36.6%
Internal Cash Generation/Construction (4) 58.9% 36.5% 47.3% 54.4% 37.8% 47.0%
Gross Cash Flow/ Avg. Total Debt(5) 14.7% 16.9% 21.6% 24.0% 21.4% 19.7%
Gross Cash Flow Interest Coverage(6) 3.34 x 3.44 x 3.69 x 4.49 x 3.96 x 3.78 x
Common Dividend Coverage (7) 2.30 x 2.16 x 2.78 x 251 x 2.69 x 249 x

See Page 2 for Notes.
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Illinois-American Water Company
Capitalization and Financial Statistics
1997-2001, Inclusive

Notes:

Q) Total operating expenses, maintenance, depreciation and taxes other than income as a percentage
of operating revenues.

2) Coverage calculations represent the number of times available earnings including AFUDC
(allowance for funds used during construction), as reported in its entirety, cover fixed charges.

3) Coverage calculations represent the number of times available earnings excluding AFUDC
(allowance for funds used during construction), as reported in its entirety, cover fixed charges.

4) Internal cash generation/gross construction is the percentage of gross construction expenditures
provided by internally generated funds from operations after payment of all cash dividends.

(5) Gross Cash Flow (sum of net income, depreciation, amortization, net deferred income taxes and
investment tax credits, less AFUDC) as a percentage of average total debt.

(6) Gross Cash Flow plus interest charges divided by interest charges.

) Common dividend coverage is the relationship of internally generated funds from operations after

payment of preferred stock dividends to common dividends paid.

Source of Information:  Company’s Annual Reports



Amount of Capital Employed
Permanent Capital
Short-Term Debt
Total Capital

Market-Based Financial Ratios
Earnings/Price Ratio
Market/Book Ratio
Dividend Yield
Dividend Payout Ratio

Capital Structure Ratios
Based on Permanent Captial:
Long-Term Debt
Preferred Stock
Common Equity

Based on Total Capital:
Total Debt incl. Short Term
Preferred Stock
Common Equity

Rate of Return on Book Common Equity
Operating Ratio (2)

Coverage incl. AFUDC (3)
Pre-tax: All Interest Charges
Post-tax: All Interest Charges
Overall Coverage: All Int. & Pfd. Div.

Coverage excl. AFUDC (3)
Pre-tax: All Interest Charges
Post-tax: All Interest Charges
Overall Coverage: All Int. & Pfd. Div.

Quality of Earnings & Cash Flow
AFC/Income Avail. for Common Equity
Effective Income Tax Rate

Internal Cash Generation/Construction (4,

Gross Cash Flow/ Avg. Total Debt(5)
Gross Cash Flow Interest Coverage(6)
Common Dividend Coverage (7)

See Page 2 for Notes.

Water Group

Capitalization and Financial Statistics (1)
1997-2001, Inclusive

IAWC Exhibit 8.0

Page 4 of 31

Schedule 3 [1 of 2]

2001 2000 1999 1998 1997
(Millions of Dollars)
$ 404.0 $ 367.2 $ 330.5 $ 265.2 $ 239.7
$ 297 $ 278 $ 242 $ 115 $ 10.0
$ 4337 $ 395.0 $ 354.7 $ 276.7 $ 249.7
Average
4.6% 4.7% 5.2% 6.2% 7.1% 5.6%
230.0% 215.2% 215.9% 195.4% 171.7% 205.6%
3.4% 3.6% 3.6% 4.2% 4.9% 3.9%
76.4% 78.8% 68.7% 69.8% 69.4% 72.6%
50.5% 48.2% 48.9% 47.3% 46.0% 48.2%
0.8% 0.9% 0.9% 1.1% 1.5% 1.0%
48.8% 50.9% 50.2% 51.7% 52.5% 50.8%
100.0% 100.0% 100.0% 100.0% 100.0% 100.0%
53.1% 51.0% 51.0% 49.3% 48.1% 50.5%
0.7% 0.8% 0.9% 1.0% 1.5% 1.0%
46.2% 48.2% 48.1% 49.7% 50.5% 48.5%
100.0% 100.0% 100.0% 100.0% 100.0% 100.0%
10.4% 10.2% 11.4% 11.4% 12.0% 11.1%
72.5% 72.0% 71.2% 69.6% 69.5% 71.0%
3.31 x 3.23 x 3.59 x 3.70 x 3.86 x 3.54 x
2.47 x 2.37 x 2.57 x 2.67 x 2.75 x 2.57 x
2.44 x 2.35 x 2.53 x 2.63 x 2.70 x 2.53 x
3.26 x 3.18 x 3.50 x 3.62 x 3.81 x 3.47 x
242 x 2.32 x 2.48 x 2.59 x 2.70 x 2.50 x
2.39 x 2.29 x 2.44 x 2.55 x 2.65 x 2.47 x
3.3% 3.6% 5.6% 5.0% 2.8% 4.1%
36.8% 38.1% 39.3% 37.6% 38.8% 38.1%
51.2% 50.5% 49.8% 52.9% 61.5% 53.2%
18.9% 18.0% 20.5% 21.8% 22.1% 20.3%
3.80 x 3.52 x 3.69 x 3.87 x 3.94 x 3.76 x
2.77 x 251 x 2.67 x 2.67 x 2.57 x 2.64 x
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Water Group
Capitalization and Financial Statistics

1997-2001, Inclusive

Notes:

@ All capitalization and financial statistics for the group are the arithmetic average of the
achieved results for each individual company in the group.

2 Total operating expenses, maintenance, depreciation and taxes other than income as a
percentage of operating revenues.

3 Coverage calculations represent the number of times available earnings, both including and

excluding AFUDC (allowance for funds used during construction) as reported in its entirety,
cover fixed charges.

(G)) Internal cash generation/gross construction is the percentage of gross construction
expenditures provided by internally-generated funds from operations after payment of all
cash dividends.

) Gross Cash Flow (sum of net income, depreciation, amortization, net deferred income tax
and investment tax credits, less total AFUDC ) as a percentage of average total debt.

(6) Gross Cash Flow plus interest charges divided by interest charges.

@) Common dividend coverage is the relationship of internally-generated funds from operations

after payment of preferred stock dividends to common dividends paid.

Basis of Selection

The group contains all of the water companies listed in “Water Utility Industry” category of
The Value Line Investment Survey basic and expanded editions, that are not now involved
in a pending acquisition by another company, and they have not previously reduced their
common dividend.

Corporate Common S&P Common  Value
Credit Rating (1) Business Stock Stock Line
Moody's S&P Profile (1) Traded Ranking Beta
Company
American States Water Co. A2 A+ 3 NYSE B+ .65
California Water Service Group Aa3 AA- 3 NYSE B+ .60
Connecticut Water Services, Inc. - - - NASDAQ A .45
Middlesex Water Company A2 A 3 NASDAQ .45
Philadelphia Suburban Corp. - A+ 2 NYSE A- .60
SJW Corp. - - - AMEX B+ .55
Al At 3 B+ 29

Notes: (1) Ratings/Profiles are those of utility subsidiaries

Source of Information:  Utility COMPUSTAT
Company Annual Reports to stockholders
Moody’s Investors Service
S&P Stock Guide



Amount of Capital Employed
Permanent Capital
Short-Term Debt
Total Capital

Market-Based Financial Ratios
Earnings/Price Ratio
Market/Book Ratio
Dividend Yield
Dividend Payout Ratio

Capital Structure Ratios
Based on Permanent Captial:
Long-Term Debt
Preferred Stock
Common Equity

Based on Total Capital:
Total Debt incl. Short Term
Preferred Stock
Common Equity

Rate of Return on Book Common Equity

Operating Ratio (2)

Coverage incl. AFUDC (3)
Pre-tax: All Interest Charges
Post-tax: All Interest Charges

Overall Coverage: All Int. & Pfd. Div.

Coverage excl. AFUDC (3)
Pre-tax: All Interest Charges
Post-tax: All Interest Charges

Overall Coverage: All Int. & Pfd. Div.

Quality of Earnings & Cash Flow

AFC/Income Avail. for Common Equity

Effective Income Tax Rate

Internal Cash Generation/Construction (4)
Gross Cash Flow/ Avg. Total Debt(5)
Gross Cash Flow Interest Coverage(6)
Common Dividend Coverage (7)

See Page 2 for Notes.

Gas Distribution Group

Capitalization and Financial Statistics (1)

1997-2001, Inclusive

IAWC Exhibit 8.0
Page 6 of 31
Schedule 4 [1 of 2]

2001 2000 1999 1998 1997
(Millions of Dollars)
$1,150.3 $ 918.8 $ 964.1 $ 964.4 $ 911.7
$ 275.7 $ 346.8 $ 181.6 $ 102.1 $ 130.8
$1,426.0 $1,265.6 $1,145.7 $1,066.5 $1,042.5
Average
7.2% 5.4% 5.7% 6.3% 6.4% 6.2%
185.0% 175.3% 192.8% 213.5% 209.1% 195.1%
5.1% 5.5% 4.9% 4.5% 4.6% 4.9%
72.8% 111.1% 104.8% 71.7% 75.3% 87.1%
47.6% 42.3% 43.1% 44.9% 44.2% 44.4%
0.2% 0.2% 0.2% 0.2% 0.3% 0.2%
52.2% 57.5% 56.7% 54.8% 55.6% 55.4%
100.0% 100.0% 100.0% 100.0% 100.0% 100.0%
57.4% 57.4% 52.0% 50.8% 51.4% 53.8%
0.2% 0.2% 0.2% 0.2% 0.2% 0.2%
42.5% 42.4% 47.8% 49.0% 48.4% 46.0%
100.0% 100.0% 100.0% 100.0% 100.0% 100.0%
13.6% 9.0% 10.7% 13.3% 13.5% 12.0%
91.8% 90.9% 88.4% 86.8% 88.8% 89.3%
3.56 X 2.65 X 3.59 x 3.87 X 3.96 X 3.53 x
2.68 X 211 X 2.68 X 2.85 x 2.89 Xx 2.64 X
2.67 X 211 X 2.67 X 2.84 x 2.89 X 2.63 X
3.54 x 2.63 X 3.56 X 3.85 x 3.95 x 3.51 x
2.66 X 2.09 x 2.64 X 2.83 X 2.89 X 2.62 X
2.65 X 2.09 x 2.63 X 2.82 X 2.88 x 2.61 X
1.4% 1.5% 1.9% 1.1% 0.4% 1.3%
34.6% 32.1% 35.3% 35.7% 36.3% 34.8%
82.3% 79.4% 85.2% 95.2% 105.1% 89.4%
22.7% 22.1% 27.5% 27.7% 27.4% 25.5%
4.42 X 4.34 x 5.23 x 5.01 x 4.53 x 4.70 x
3.07 x 2.89 Xx 3.15 x 3.13 x 2.86 X 3.02 x



Notes:
@
@
©)

4)

®)

(6)
@)
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Gas Distribution Group
Capitalization and Financial Statistics
1997-2001, Inclusive

All capitalization and financial statistics for the group are the arithmetic average of the achieved
results for each individual company in the group.

Total operating expenses, maintenance, depreciation and taxes other than income taxes as a
percent of operating revenues.

Coverage calculations represent the number of times available earnings, both including and
excluding AFUDC (allowance for funds used during construction) as reported in its entirety, cover
fixed charges.

Internal cash generation/gross construction is the percentage of gross construction expenditures
provided by internally-generated funds from operations after payment of all cash dividends divided
by gross contribution expenditures.

Gross Cash Flow (sum of net income, depreciation, amortization, net deferred income taxes and
investment tax credits, less total AFUDC) plus interest charges, divided by interest charges.
Gross Cash Flow plus interest charges divided by interest charges.

Common dividend coverage is the relationship of internally-generated funds from operations after
payment of preferred stock dividends to common dividends paid.

Basis of Selection:

The Barometer Group of Nine Gas Distribution Companies includes companies
reported in Edition 3 “Natural Gas Distribution Industry” of the basic service of The Value Line
Investment Survey, that operate in the central region of the U.S., they have not cut or omitted
their dividend, and they are not currently the target of a merger or acquisition.

Corporate Common S&P Common

Credit Rating (1)  Business Stock Stock Value Line

Moody's S&P Profile (1) Traded Ranking Beta
Gas Distribution Group
Atmos Energy Corporation Baal A- 4 NYSE B+ .55
Laclede Group, Inc. A2 A+ 3 NYSE B+ .55
NICOR, Inc. Aa2 AA 2 NYSE B+ .55
Peoples Energy Aa2 AA- _3 NYSE B+ .70

Average Al A+ -3 B+ 29

Notes: (1) Ratings/Profiles are those of utility subsidiaries.

Source of Information:  Company Annual Reports to Stockholders

Utility COMPUSTAT

Moody’s Investors Service

Standard & Poor’s Corporation
S&P Stock Guide



Amount of Capital Employed
Permanent Capital
Short-Term Debt
Total Capital

Market-Based Financial Ratios
Earnings/Price Ratio
Market/Book Ratio
Dividend Yield
Dividend Payout Ratio

Capital Structure Ratios
Based on Permanent Capital:
Long-Term Debt
Preferred Stock
Common Equity

Based on Total Capital:
Total Debt incl. Short Term
Preferred Stock
Common Equity

Rate of Return on Book Common Equity
Operating Ratio (2)

Coverage incl. AFUDC (3)
Pre-tax: All Interest Charges
Post-tax: All Interest Charges
Overall Coverage: All Int. & Pfd. Div.

Coverage excl. AFUDC (3)
Pre-tax: All Interest Charges
Post-tax: All Interest Charges
Overall Coverage: All Int. & Pfd. Div.

Quality of Earnings & Cash Flow

AFUDC/Income Avail. for Common Equity

Effective Income Tax Rate

Internal Cash Generation/Construction (4)

Gross Cash Flow/ Avg. Total Debt(5)

Gross Cash Flow Interest Coverage(6)

Common Dividend Coverage (7)

See Page 2 for Notes.

Standard & Poor's Public Utilities

Capitalization and Financial Statistics (1)

1997-2001, Inclusive

IAWC Exhibit 8.0
Page 8 of 31
Schedule 5 [1 of 3]

2001 2000 1999 1998 1997
(Millions of Dollars)
$ 14,321.2 $ 11,953.8 $10,029.1 $ 8,839.1 $ 7,922.4
$ 1,080.9 $ 15141 $ 855.2 $ 575.1 $ 4021
$ 15,402.1 $ 13,467.9 $10,884.3 $ 9,414.2 $ 8,3245
Average
8.0% 4.5% 7.0% 5.7% 6.6% 6.4%
207.9% 220.9% 197.5% 203.6% 186.5% 203.3%
3.5% 4.2% 4.4% 4.1% 4.7% 4.2%
67.8% 77.3% 64.6% 69.2% 70.2% 69.8%
58.9% 57.3% 56.4% 54.0% 52.2% 55.8%
3.8% 3.7% 3.7% 3.5% 3.8% 3.7%
37.3% 39.0% 39.9% 42.5% 44.1% 40.6%
100.0% 100.0% 100.0% 100.0% 100.0% 100.0%
62.6% 62.4% 59.8% 56.5% 54.9% 59.2%
3.5% 3.4% 3.5% 3.3% 3.6% 3.5%
33.9% 34.2% 36.7% 40.1% 41.4% 37.3%
100.0% 100.0% 100.0% 100.0% 100.0% 100.0%
14.4% 9.2% 12.5% 10.9% 11.5% 11.7%
85.1% 86.6% 82.5% 83.0% 80.4% 83.5%
2.96 X 2.78 X 3.07 x 2.82 x 3.12 x 2.95 x
2.29 X 2.15 x 2.36 X 2.19 x 2.35 X 2.27 X
221 x 2.00 x 2.28 X 211 x 2.24 X 2.17 X
2.93 x 2.75 X 3.06 x 2.80 x 3.09 x 2.93 x
2.26 X 2.13 x 2.34 x 2.17 X 2.32 X 2.24 X
2.17 X 1.98 x 2.26 X 2.09 x 221 x 2.14 x
1.7% 4.7% 1.5% 1.8% 2.2% 2.4%
30.7% 35.0% 34.7% 36.5% 36.4% 34.7%
91.1% 83.1% 102.6% 118.5% 138.4% 106.7%
17.7% 17.4% 20.3% 21.6% 24.2% 20.2%
3.68 x 3.75 x 3.99 x 3.88 x 4.27 x 3.91 x
5.96 Xx 4.24 x 4.24 x 4.25 x 4.34 x 461 x



Notes:

(1)
(@)
3)

(4)

(5)

(6)

(7)
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Standard & Poor's Public Utilities
Capitalization and Financial Statistics
1997-2001, Inclusive

All capitalization and financial statistics for the group are the arithmetic
average of the achieved results for each individual company in the group.
Total operating expenses, maintenance, depreciation and taxes other than
income taxes as a percent of operating revenues.

Coverage calculations represent the number of times available earnings
including AFUDC (allowance for funds used during construction), as reported
in its entirety, cover fixed charges.

Coverage calculations represent the number of times available earnings
excluding AFUDC (allowance for funds used during construction), as reported in
its entirety, cover fixed charges.

Internal cash generation/gross construction is the percentage of gross
construction expenditures provided by internally-generated funds from
operations after payment of all cash dividends divided by gross contribution
expenditures.

Gross Cash Flow (sum of net income, depreciation, amortization, net deferred
income taxes and investment tax credits, less total AFUDC) plus interest
charges, divided by interest charges.

Common dividend coverage is the relationship of internally-generated funds
from operations after payment of preferred stock dividends to common
dividends paid.

Source of Information: Annual Reports to Shareholders

Utility COMPUSTAT



AES Corp.

Allegheny Energy
Ameren Corporation
American Electric Power
Calpine Corp.

CINergy Corp.

CMS Energy
Consolidated Edison
Constellation Energy Group
DTE Energy Co.
Dominion Resources
Duke Energy

Dynegy Inc. (New) Class A
Edison Int'l

El Paso Corp.

Entergy Corp.

Exelon Corp.

FPL Group

FirstEnergy Corp.
Keyspan Energy

Kinder Morgan

Mirant Corporation
NICOR Inc.

NiSource Inc.

PG&E Corp.

PPL Corp.

Peoples Energy
Pinnacle West Capital
Progress Energy, Inc.
Public Serv. Enterprise Inc.
Reliant Energy

Sempra Energy
Southern Co.

TECO Energy

TXU CORP

Williams Cos.

Xcel Energy Inc

Average for S&P Utilities

Source of Information:
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Standard & Poor's Public Utilities
Company ldentities

S&P Common S&P Value
Credit Rating Business Stock Stock Line
Ticker Moody's S&P Profile Traded Ranking Beta
AES Baal BBB 4 NYSE B+ 1.30
AYE A2 BBB+ 2 NYSE A- 0.60
AEE Al A+ 5 NYSE A- 0.55
AEP Baal BBB+ 5 NYSE B+ 0.55
CPN B1 BB+ NYSE NR 1.10
CIN Baal A- 4 NYSE B 0.55
CMS Bal BBB- 6 NYSE B 0.55
ED Al A+ 3 NYSE A- 0.45
CEG A2 A- 4 NYSE A- 0.60
DTE Baal BBB+ 6 NYSE B+ 0.55
D A3 A 4 NYSE B 0.50
DUK Al A+ 5 NYSE A- 0.60
DYN Baa3 BBB 6 NYSE B
EIX Ba3 BB 8 NYSE B 0.70
EP Baal BBB+ 4 NYSE B+ 0.90
ETR Baa3 BBB 6 NYSE B 0.55
EXC A3 A- 4 NYSE B
FPL Al A 4 NYSE B+ 0.45
FE Baa2 BBB 6 NYSE B+ 0.55
KSE A3 A 3 NYSE B+ 0.55
KMI Baa2 BBB 5 NYSE B 0.65
MIR Bal BBB- 7 NYSE NR
GAS Aa2 AA 2 NYSE B+ 0.60
NI Baa2 BBB 5 NYSE A 0.45
PCG Caa2 D 9 NYSE B 0.60
PPL Baal A- 5 NYSE B+ 0.70
PGL Aa2 AA- 3 NYSE B+ 0.70
PNW Baal BBB+ 3 NYSE A- 0.50
PGN Baal BBB+ 5 NYSE A-
PEG Baal A- 3 NYSE B+ 0.55
REI A3 BBB+ 3 NYSE B 0.60
SRE Al A+ 5 NYSE NR 0.60
SO A2 A 4 NYSE A-
TE Al A- 4 NYSE A 0.55
TXU Baa2 BBB+ 5 NYSE B 0.60
WMB Baa2 BBB+ 6 NYSE B 1.05
XEL Al A- 5 NYSE B+
Baal BBB+ 5 B+ 0.64

Moody's Investors Service

Standard & Poor's Corporation

Standard & Poor's Stock Guide

Value Line Investment Survey for Windows
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Water Group

Historical Growth Rates
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Gas Distribution Group
Historical Growth Rates
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Water Group

Five-Year Projected Growth Rates
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Gas Distribution Group

Five-Year Projected Growth Rates
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Interest Rates for

Investment Grade Public Utility Bonds
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Interest Rates for Investment Grade Public Utility Bonds
Yearly for 1997-2001
and the Twelve Months Ended June 2002

Years

1997
1998
1999
2000
2001

Five-Year
Average

Months

Jul-01
Aug-01
Sep-01

Oct-01
Nov-01
Dec-01
Jan-02
Feb-02
Mar-02
Apr-02
May-02
Jun-02

Twelve-Month
Average

Six-Month
Average

Three-Month
Average

Aaa Aa A Baa
Rated Rated Rated Rated Average
7.42% 7.54% 7.60% 7.95% 7.63%
6.77% 6.91% 7.04% 7.26% 7.00%
7.21% 7.51% 7.62% 7.88% 7.56%
7.88% 8.06% 8.24% 8.36% 8.14%
7.48% 7.58% 7.76% 8.03% 7.72%
7.35% 7.52% 7.65% 7.90% 7.61%
7.46% 7.55% 7.78% 8.05% 7.71%
7.36% 7.39% 7.59% 7.95% 7.57%
7.52% 7.55% 7.75% 8.12% 7.73%
7.45% 7.47% 7.63% 8.02% 7.64%
7.45% 7.45% 7.57% 7.96% 7.61%
7.53% 7.53% 7.83% 8.27% 7.86%
7.28% 7.66% 8.13% 7.69%
7.14% 7.54% 8.18% 7.62%
7.42% 7.76% 8.32% 7.83%
7.38% 7.57% 8.26% 7.74%
7.43% 7.52% 8.33% 7.76%
7.33% 7.42% 8.26% 7.67%
7.46% 7.41% 7.64% 8.15% 7.70%
7.33% 7.58% 8.25% 7.72%
7.38% 7.50% 8.28% 7.72%

Source of Information: Moody's Investors Services, Inc.



Yields on

A-rated Public Utility Bonds & Long-term Treasury Bonds
and Interest Rate Spreads
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A-rated Public Utility

10.49%

9.77%

9.86%

9.36%

8.69%

7.59%

8.31%

7.75%

7.60%

7.04%

7.62%

8.24%

7.76%

— — —Long-term Treasury

8.96%

8.45%

8.61%

8.14%

7.67%

6.59%

7.37%

6.71%

6.61%

5.58%

5.87%

5.94%

5.49%

- - @ = =Spread

1.53%

1.32%

1.25%

1.22%

1.02%

1.00%

0.94%

1.04%

0.99%

1.46%

1.75%

2.30%

2.27%
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Yiled Spreads

A rated Public Utility Bonds

over Long-term Treasury Bonds
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A rated Long-term A rated Long-term
Month  Public Utility Treasury Spread Month  Public Utility Treasury Spread
Dec-95 7.23% 6.06% 1.17%
Jan-96 7.22% 6.05% 1.17% Jan-99 6.97% 5.16% 1.81%
Feb-96 7.37% 6.24% 1.13% Feb-99 7.09% 5.37% 1.72%
Mar-96 7.73% 6.60% 1.13% Mar-99 7.26% 5.58% 1.68%
Apr-96 7.89% 6.79% 1.10% Apr-99 7.22% 5.55% 1.67%
May-96 7.98% 6.93% 1.05% May-99 7.47% 5.81% 1.66%
Jun-96 8.06% 7.06% 1.00% Jun-99 7.74% 6.04% 1.70%
Jul-96 8.02% 7.03% 0.99% Jul-99 7.71% 5.98% 1.73%
Aug-96 7.84% 6.84% 1.00% Aug-99 7.91% 6.07% 1.84%
Sep-96 8.01% 7.03% 0.98% Sep-99 7.93% 6.07% 1.86%
Oct-96 7.77% 6.81% 0.96% Oct-99 8.06% 6.26% 1.80%
Nov-96 7.49% 6.48% 1.01% Nov-99 7.94% 6.15% 1.79%
Dec-96 7.59% 6.55% 1.04% Dec-99 8.14% 6.35% 1.79%
Jan-97 7.77% 6.83% 0.94% Jan-00 8.35% 6.63% 1.72%
Feb-97 7.64% 6.69% 0.95% Feb-00 8.25% 6.23% 2.02%
Mar-97 7.87% 6.93% 0.94% Mar-00 8.28% 6.05% 2.23%
Apr-97 8.03% 7.09% 0.94% Apr-00 8.29% 5.85% 2.44%
May-97 7.89% 6.94% 0.95% May-00 8.70% 6.15% 2.55%
Jun-97 7.72% 6.77% 0.95% Jun-00 8.36% 5.93% 2.43%
Jul-97 7.48% 6.51% 0.97% Jul-00 8.25% 5.85% 2.40%
Aug-97 7.51% 6.58% 0.93% Aug-00 8.13% 5.72% 2.41%
Sep-97 7.47% 6.50% 0.97% Sep-00 8.23% 5.83% 2.40%
Oct-97 7.35% 6.33% 1.02% Oct-00 8.14% 5.80% 2.34%
Nov-97 7.25% 6.11% 1.14% Nov-00 8.11% 5.78% 2.33%
Dec-97 7.16% 5.99% 1.17% Dec-00 7.84% 5.49% 2.35%
Jan-98 7.04% 5.81% 1.23% Jan-01 7.80% 5.54% 2.26%
Feb-98 7.12% 5.89% 1.23% Feb-01 7.74% 5.45% 2.29%
Mar-98 7.16% 5.95% 1.21% Mar-01 7.68% 5.34% 2.34%
Apr-98 7.16% 5.92% 1.24% Apr-01 7.94% 5.65% 2.29%
May-98 7.16% 5.93% 1.23% May-01 7.99% 5.78% 2.21%
Jun-98 7.03% 5.70% 1.33% Jun-01 7.85% 5.67% 2.18%
Jul-98 7.03% 5.68% 1.35% Jul-01 7.78% 5.61% 2.17%
Aug-98 7.00% 5.54% 1.46% Aug-01 7.59% 5.48% 2.11%
Sep-98 6.93% 5.20% 1.73% Sep-01 7.75% 5.48% 2.27%
Oct-98 6.96% 5.01% 1.95% Oct-01 7.63% 5.32% 2.31%
Nov-98 7.03% 5.25% 1.78% Nov-01 7.57% 5.12% 2.45%
Dec-98 6.91% 5.06% 1.85% Dec-01 7.83% 5.48% 2.35%
Jan-02 7.66% 5.45% 2.21%
Feb-02 7.54% 5.56% 1.98%
Mar-02 7.76% 5.88% 1.88%
Apr-02 7.57% 5.82% 1.75%
May-02 7.52% 5.79% 1.73%
Jun-02 7.42% 5.66% 1.76%



S&P Composite Index and S&P Public Utility Index

Long-Term Corporate and Public Utility Bonds

Year

1928
1929
1930
1931
1932
1933
1934
1935
1936
1937
1938
1939
1940
1941
1942
1943
1944
1945
1946
1947
1948
1949
1950
1951
1952
1953
1954
1955
1956
1957
1958
1959
1960
1961
1962
1963
1964
1965
1966
1967
1968
1969
1970
1971
1972
1973
1974
1975
1976
1977
1978
1979
1980
1981
1982
1983
1984
1985
1986
1987
1988
1989
1990
1991
1992
1993
1994
1995
1996
1997
1998
1999
2000
2001

Geometric Mean
Arithmetic Mean
Standard Deviation
Median

Yearly Total Returns

1928-2001

S&P S&P Long Term Public

Composite Public Utility Corporate Utility

Index Index Bonds Bonds
43.61% 57.47% 2.84% 3.08%
-8.42% 11.02% 3.27% 2.34%
-24.90% -21.96% 7.98% 4.74%
-43.34% -35.90% -1.85% -11.11%
-8.19% -0.54% 10.82% 7.25%
53.99% -21.87% 10.38% -3.82%
-1.44% -20.41% 13.84% 22.61%
47.67% 76.63% 9.61% 16.03%
33.92% 20.69% 6.74% 8.30%
-35.03% -37.04% 2.75% -4.05%
31.12% 22.45% 6.13% 8.11%
-0.41% 11.26% 3.97% 6.76%
-9.78% -17.15% 3.39% 4.45%
-11.59% -31.57% 2.73% 2.15%
20.34% 15.39% 2.60% 3.81%
25.90% 46.07% 2.83% 7.04%
19.75% 18.03% 4.73% 3.29%
36.44% 53.33% 4.08% 5.92%
-8.07% 1.26% 1.72% 2.98%
5.71% -13.16% -2.34% -2.19%
5.50% 4.01% 4.14% 2.65%
18.79% 31.39% 3.31% 7.16%
31.71% 3.25% 2.12% 2.01%
24.02% 18.63% -2.69% -2.77%
18.37% 19.25% 3.52% 2.99%
-0.99% 7.85% 3.41% 2.08%
52.62% 24.72% 5.39% 7.57%
31.56% 11.26% 0.48% 0.12%
6.56% 5.06% -6.81% -6.25%
-10.78% 6.36% 8.71% 3.58%
43.36% 40.70% -2.22% 0.18%
11.96% 7.49% -0.97% -2.29%
0.47% 20.26% 9.07% 9.01%
26.89% 29.33% 4.82% 4.65%
-8.73% -2.44% 7.95% 6.55%
22.80% 12.36% 2.19% 3.44%
16.48% 15.91% 4.77% 4.94%
12.45% 4.67% -0.46% 0.50%
-10.06% -4.48% 0.20% -3.45%
23.98% -0.63% -4.95% -3.63%
11.06% 10.32% 2.57% 1.87%
-8.50% -15.42% -8.09% -6.66%
4.01% 16.56% 18.37% 15.90%
14.31% 2.41% 11.01% 11.59%
18.98% 8.15% 7.26% 7.19%
-14.66% -18.07% 1.14% 2.42%
-26.47% -21.55% -3.06% -5.28%
37.20% 44.49% 14.64% 15.50%
23.84% 31.81% 18.65% 19.04%
-7.18% 8.64% 1.71% 5.22%
6.56% -3.71% -0.07% -0.98%
18.44% 13.58% -4.18% -2.75%
32.42% 15.08% -2.76% -0.23%
-4.91% 11.74% -1.24% 4.27%
21.41% 26.52% 42.56% 33.52%
22.51% 20.01% 6.26% 10.33%
6.27% 26.04% 16.86% 14.82%
32.16% 33.05% 30.09% 26.48%
18.47% 28.53% 19.85% 18.16%
5.23% -2.92% -0.27% 3.02%
16.81% 18.27% 10.70% 10.19%
31.49% 47.80% 16.23% 15.61%
-3.17% -2.57% 6.78% 8.13%
30.55% 14.61% 19.89% 19.25%
7.67% 8.10% 9.39% 8.65%
9.99% 14.41% 13.19% 10.59%
1.31% -7.94% -5.76% -4.72%
37.43% 42.15% 27.20% 22.81%
23.07% 3.14% 1.40% 3.04%
33.36% 24.69% 12.95% 11.39%
28.58% 14.82% 10.76% 9.44%
21.04% -8.85% -7.45% -1.69%
-9.11% 59.70% 12.87% 9.45%
-11.88% -30.41% 10.65% 5.85%
10.37% 8.77% 5.72% 5.49%
12.33% 11.11% 6.06% 5.79%
20.30% 22.65% 8.76% 8.11%
15.40% 11.26% 4.03% 4.55%
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Tabulation of Risk Rate Differentials for

S&P Public Utility Index and Public Utility Bonds
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For the Years 1928-2001, 1952-2001, 1974-2001, and 1979-2001

Total Returns

1928-2001
S&P Public Utility Index
Public Utility Bonds

Risk Differential

1952-2001
S&P Public Utility Index
Public Utility Bonds

Risk Differential

1974-2001
S&P Public Utility Index
Public Utility Bonds

Risk Differential

1979-2001
S&P Public Utility Index
Public Utility Bonds

Risk Differential

Range
Geometric
Mean Median
8.77% 11.26%
5.49% 4.55%
3.28% 6.71%
11.18% 12.05%
6.30% 5.08%
4.88% 6.97%
13.45% 14.72%
9.22% 9.45%
4.23% 5.27%
14.37% 14.82%
9.87% 9.45%
4.50% 5.37%

Average
of the
Point Midpoint
Estimate of Range
Arithmetic and Point
Midpoint Mean Estimate
11.11%
5.79%
5.00% 5.32% 5.16%
12.62%
6.63%
5.93% 5.99% 5.96%
15.33%
9.61%
4.75% 5.72% 5.24%
16.07%
10.24%
4.94% 5.83% 5.39%
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Value Line Betas
for
Water Group and Gas Distribution Group

Company Beta Company Beta
American States Water 0.65 Atmos Energy Corporation 0.55
California Water Serv. Grp. 0.60 Laclede Group, Inc. 0.55
Connecticut Water Services, Intc  0.45 NICOR, Inc. 0.55
Middlesex Water Company 0.45 Peoples Energy Corporation 0.70
Philadelphia Suburban Corp. 0.60
SJW Corp. 0.55 Average 0.59

Average 0.55

Source of Information: Value Line Investment Survey, May 3, 2002 and March 22, 2002



Treasury Notes & Bonds

Yields on
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Years

1997
1998
1999
2000
2001

Five-Year
Average

Months

Jul-01
Aug-01
Sep-01

Oct-01
Nov-01
Dec-01
Jan-02
Feb-02
Mar-02
Apr-02
May-02
Jun-02

Twelve-Month
Average

Six-Month
Average

Three-Month
Average

Interest Rates for Treasury Constant Maturities
Yearly for 1997-2001

and the Twelve Months Ended June 2002
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Long-term
1-Year 2-Year 3-Year 5-Year 7-Year 10-Year 20-Year Average
5.63% 5.99% 6.10% 6.22% 6.33% 6.35% 6.69% 6.61%
5.05% 5.13% 5.14% 5.15% 5.28% 5.26% 5.72% 5.58%
5.08% 5.43% 5.49% 5.55% 5.79% 5.65% 6.20% 5.87%
6.11% 6.26% 6.22% 6.16% 6.20% 6.03% 6.23% 5.94%
3.49% 3.83% 4.09% 4.56% 4.88% 5.02% 5.63% 5.49%
5.07% 5.33% 5.41% 5.53% 5.70% 5.66% 6.09% 5.90%
3.62% 4.04% 4.31% 4.76% 5.06% 5.24% 5.75% 5.61%
3.47% 3.76% 4.04% 4.57% 4.84% 4.97% 5.58% 5.48%
2.82% 3.12% 3.45% 4.12% 4.51% 4.73% 5.53% 5.48%
2.33% 2.73% 3.14% 3.91% 4.31% 4.57% 5.34% 5.32%
2.18% 2.78% 3.22% 3.97% 4.42% 4.65% 5.33% 5.12%
2.22% 3.11% 3.62% 4.39% 4.86% 5.09% 5.76% 5.48%
2.16% 3.03% 3.56% 4.34% 4.79% 5.04% 5.69% 5.45%
2.23% 3.02% 3.55% 4.30% 4.71% 4.91% 5.61% 5.56%
2.57% 3.56% 4.14% 4.74% 5.14% 5.28% 5.93% 5.88%
2.48% 3.42% 4.01% 4.65% 5.02% 5.21% 5.85% 5.82%
2.35% 3.26% 3.80% 4.49% 4.90% 5.16% 5.81% 5.79%
2.20% 2.99% 3.49% 4.19% 4.60% 4.93% 5.65% 5.66%
2.55% 3.24% 3.69% 4.37% 4.76% 4.98% 5.65% 5.55%
2.33% 3.21% 3.76% 4.45% 4.86% 5.09% 5.76% 5.69%
2.34% 3.22% 3.77% 4.44% 4.84% 5.10% 5.77% 5.76%

Note: (1) Prior to February 18, 2002, the yields represented the 30-year Treasury constant maturity series.

@
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Measures of the Risk-Free Rate

The forecast of Treasury yields
per the consensus of nearly 50 economists
reported in the Blue Chip Financial Forecasts dated July 1, 2002

1-Year 2-Year 5-Year 10-Year
Treasury Treasury Treasury Treasury Long-term
Year Quarter Bill Note Note Note Average
2002 Third 2.4% 3.2% 4.3% 5.0% 5.6%
2002 Fourth 2.8% 3.5% 4.6% 5.3% 5.8%
2003 First 3.2% 3.9% 4.8% 5.4% 5.9%
2003 Second 3.6% 4.2% 5.1% 5.6% 6.0%
2003 Third 3.9% 4.4% 5.2% 5.7% 6.1%
2003 Fourth 4.2% 4.6% 5.4% 5.8% 6.2%
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Comparable Earnings Approach
Using All Value Line Non-Utility Companies with
Timeliness of 3 & 4; Safety Rank of 1, 2 & 3; Financial Strength of B+, B++, A & A+;
Price Stability of 80 to 100; Betas of .45 to .70; and Technical Rank of 3 & 4

Timeliness Safety Financial Price Technical

Company Industry Rank Rank Strength Stability Beta Rank
Albertson's Inc. STEEL 3 2 A 80 0.65 3
Ampco-Pittsburgh MACHINE 3 3 B+ 80 0.60 4
Banta Corp. ALCO-BEV 3 3 B+ 90 0.70 3
Brown-Forman 'B’ BUILDING 4 1 A+ 95 0.65 4
Butler Mfg. FOODPROC 4 2 B++ 90 0.70 3
Church & Dwight FOODPROC 3 3 B++ 80 0.55 3
ConAgra Foods FOODPROC 4 2 A 80 0.65 3
Dentsply Int'l ELECEQ 3 2 B++ 85 0.65 3
Franklin Electric DEFENSE 3 3 B+ 95 0.50 3
Gen'l Dynamics FOODPROC 3 1 A+ 90 0.70 3
Haemonetics Corp. FOODPROC 4 3 B++ 80 0.70 3
Heinz (H.J.) FOODPROC 4 1 A+ 95 0.55 4
Hershey Foods FOODPROC 3 1 A+ 95 0.50 4
Hormel Foods HUMAN 4 1 A 100 0.50 4
Lance Inc. METALFAB 3 3 B+ 90 0.55 4
Lawson Products MACHINE 4 1 A 90 0.55 3
McCormick & Co. APPLIANC 3 2 B++ 95 0.55 4
National Presto Ind. BANKMID 4 2 B+ 100 0.50 4
Old Nat'l Bancorp MEDSUPPL 3 1 A 100 0.60 4
Pulitzer Inc. CHEMSPEC 4 3 B+ 95 0.65 3
Quaker Chemical OFFICE 4 3 B+ 90 0.65 3
Riviana Foods INSPRPTY 3 2 B++ 85 0.50 3
RLI Corp. GROCERY 3 3 B+ 95 0.70 4
Ruddick Corp. FOODPROC 3 3 B+ 80 0.65 4
Sara Lee Corp. INSPRPTY 3 2 A 90 0.60 4
Selective Ins. Group FOODPROC 4 3 B+ 85 0.70 3
Sensient Techn. INDUSRV 3 2 B++ 95 0.60 3
ServiceMaster Co. FOODPROC 3 3 B+ 80 0.70 3
Smucker (J.M.) DIVERSIF 3 2 B++ 90 0.65 4
Standex Int'l FOODPROC 4 2 B++ 85 0.70 3
Tecumseh Products ‘A’ MACHINE 4 2 A 85 0.65 3
Tootsie Roll Ind. INSPRPTY 4 1 A+ 95 0.65 3
Transatlantic Hldgs. TOBACCO 3 2 B++ 100 0.70 4
Universal Corp. TOBACCO 3 2 A 85 0.60 3
UST Inc. GROCERY 3 3 B+ 85 0.70 3
Weis Markets GROCERY 4 1 A 100 0.60 3
Wendy's Int'l MEDSUPPL 3 2 A 85 0.70 3
West Pharmac. Svcs. MEDSUPPL 3 2 B+ 100 0.60 3
Average 3 2 B++ 90 0.62 3

Water Group Range 3to4 2to3 B+ to B++ 80 to 95 .45 to .65 3to4
Average 4 2 B+ 88 0.55 3

Gas Distribution Group Range 3t04 1t03 B+ to A+ 90 to 100 .551t0.70 3t04
Average 4 2 B++ 98 0.59 4

Source of Information: Value Line Investment Survey for Windows, May 2002
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Projected
Company 1997 1998 1999 2000 2001 Average 2004-06

Albertson's Inc. 21.4% 20.7% 16.7% 15.3% 13.4% 17.5% 14.0%
Ampco-Pittsburgh 11.1% 11.0% 9.9% 10.0% NMF 10.5% 10.0%
Banta Corp. 12.5% 12.9% 15.4% 15.8% 14.5% 14.2% 13.0%
Brown-Forman 'B' 22.6% 22.0% 20.8% 19.6% 17.5% 20.5% 16.5%
Butler Mfg. 13.5% 11.8% 14.1% 15.1% 7.1% 12.3% 10.5%
Church & Dwight 13.7% 15.9% 18.6% 20.9% 19.1% 17.6% 16.5%
ConAgra Foods 24.9% 22.6% 23.9% 27.0% 17.1% 23.1% 18.5%
Dentsply Int'l 17.6% 19.4% 19.2% 19.4% 18.0% 18.7% 19.0%
Franklin Electric 25.0% 27.1% 27.8% 20.9% 22.0% 24.6% 26.0%
Gen'l Dynamics 16.5% 16.4% 22.5% 23.6% 20.5% 19.9% 19.0%
Haemonetics Corp. 8.5% 9.5% 12.2% 13.5% 13.0% 11.3% 13.0%
Heinz (H.J.) 36.2% 48.9% 58.0% 65.8% 53.5% 52.5% 35.5%
Hershey Foods 39.4% 31.9% 26.9% 28.1% 32.9% 31.8% 26.0%
Hormel Foods 13.2% 15.0% 19.0% 19.5% 18.3% 17.0% 16.0%
Lance Inc. 16.1% 14.8% 13.7% 12.6% 13.4% 14.1% 15.0%
Lawson Products 15.3% 13.6% 15.9% 16.3% 8.5% 13.9% 14.5%
McCormick & Co. 25.0% 27.2% 31.8% 38.3% 33.3% 31.1% 27.5%
National Presto Ind. 6.8% 7.8% 8.2% 6.2% 4.5% 6.7% 7.0%
Old Nat'l Bancorp 12.7% 14.5% 16.8% 14.0% 15.5% 14.7% 14.5%
Pulitzer Inc. 21.2% 7.0% 2.8% 4.4% 1.5% 7.4% 7.0%
Quaker Chemical 16.1% 16.2% 19.0% 21.3% 16.0% 17.7% 25.0%
Riviana Foods 15.8% 16.4% 18.6% 18.6% 14.4% 16.8% 13.0%
RLI Corp. 11.3% 9.6% 8.8% 9.2% 9.5% 9.7% 11.0%
Ruddick Corp. 12.5% 11.4% 11.4% 10.8% 10.8% 11.4% 11.5%
Sara Lee Corp. 22.3% 59.1% 88.3% NMF NMF 56.6% 41.5%
Selective Ins. Group 12.3% 8.8% 9.4% 4.6% 4.5% 7.9% 10.5%
Sensient Techn. 17.0% 17.9% 18.6% 16.7% 15.1% 17.1% 16.0%
ServiceMaster Co. 50.4% 19.9% 18.6% 15.9% 12.7% 23.5% 18.0%
Smucker (J.M.) 12.0% 11.6% 11.4% 13.4% 12.0% 12.1% 13.0%
Standex Int'l 19.1% 19.3% 18.9% 18.5% 14.5% 18.1% 19.0%
Tecumseh Products 'A’ 10.0% 9.8% 13.1% 6.6% 4.4% 8.8% 10.0%
Tootsie Roll Ind. 17.3% 17.0% 16.6% 16.5% 12.9% 16.1% 14.5%
Transatlantic HIdgs. 13.7% 15.4% 11.4% 11.4% 10.1% 12.4% 13.5%
Universal Corp. 21.5% 23.8% 23.6% 23.7% 21.4% 22.8% 16.5%
UST Inc. 100.3% 97.2% 233.7% 163.3% 84.6% 135.8% 58.0%
Weis Markets 9.4% 8.5% 8.5% 7.9% 10.1% 8.9% 11.0%
Wendy's Int'l 15.2% 13.9% 15.6% 16.1% 18.5% 15.9% 16.0%
West Pharmac. Svcs. 13.1% 16.3% 15.7% 8.3% 9.0% 12.5% 11.0%
Average 21.1% 17.6%

Median 16.4% 14.8%
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